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SMALL  BUSINESS'  ACCESS  TO  CAPITAL: 
IMPEDIMENTS  AND  OPTIONS 


WEDNESDAY,  FEBRUARY  28,  1996 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  committee  met,  pursuant  to  notice,  at  10  a.m.,  in  room  2359, 
Raybum  House  Office  Building,  Hon.  Jan  Meyers  (chair  of  the 
Committee)  presiding. 

Chair  Meyers.  Good  morning. 

Our  hearing  this  morning  is  the  first  in  a  series  that  this  com- 
mittee will  hold  over  the  next  few  months  on  small  business'  access 
to  capital.  In  this  morning's  hearing,  we  will  endeavor  to  identify 
"the  problem,"  that  is:  What  are  the  current  conditions  and  avail- 
ability of  capital  for  small  businesses?  What  are  the  specific  obsta- 
cles and  opportunities  that  small  businessmen  and  women  face  in 
this  area? 

Once  we  have  clearly  defined  the  problem,  the  committee  will  ex- 
plore in  future  hearings  specific  capitalization  options  such  as  bank 
lending  and  venture  capital.  Let  me  also  say  at  the  outset  that  this 
series  of  hearings  will  focus  on  sources  of  capital  available  through 
the  private  sector.  We  are  not  looking  for  another  Government  so- 
lution to  what  is  a  bad  problem.  While  there  are  numerous  Federal 
Government  programs  designed  to  facilitate  small  businesses  in 
meeting  their  capital  needs,  these  programs  can  not  and  should  not 
be  the  sole  source  of  financing  for  a  small  business. 

Moreover,  the  American  people,  and  especially  small  business- 
men and  women,  have  made  it  clear  that  Government  should  be 
smaller,  less  burdensome,  and  less  intrusive.  Therefore,  I  believe  it 
is  important  for  us  at  this  juncture  to  explore  ways  that  the  private 
sector  can  marshall  its  resources  and  innovative  talents  to  meet  a 
greater  part  of  the  capital  needs  of  this  country's  small  businesses. 

This  issue  is  also  not  just  important  to  small  business,  it  is  criti- 
cal for  the  country  as  a  whole.  For  instance,  in  1994  small  busi- 
nesses accounted  for  —  and  I  was  really  amazed  at  this  statistic 
—  99.7  of  the  Nation's  employers.  They  employ  54  percent  of  the 
private  work  force,  contributed  52  percent  of  all  sales  in  the  United 
States,  were  responsible  for  50  percent  of  the  private  gross  dornes- 
tic  product,  and  produced  an  estimated  62  percent  of  the  new  jobs 
in  that  year. 

These  are  extremely  impressive  statistics  that  could  never  have 
been  achieved  without  capital.  In  addition,  given  the  fact  that  cap- 
ital access  is  often  the  toughest  for  small  firms,  it  is  extraordinary 
that  these  businesses  are  able  to  accomplish  so  much  with  so  little. 

(1) 


Historically,  men  and  women  seeking  to  start  a  small  business 
have  relied  on  their  personal  savings  and  individual  credit  to  get 
the  business  off  the  ground.  As  the  business  grew,  the  owners  rein- 
vested their  earnings,  utilized  trade  credit,  looked  to  bank  loans  as 
financing  for  expansion. 

In  recent  years,  however,  the  level  of  bank  lending  to  small  busi- 
nesses has  declined  in  large  part  because  of  stricter  bank  regula- 
tions and  increased  paperwork  burden  and  compliance  costs.  As  a 
result,  small  business  have  increasingly  had  to  turn  to  other 
sources  in  the  private  sector  to  finance  future  growth  and  develop- 
ment. So,  it  is  not  surprising  that  the  delegates  to  the  1995  White 
House  Conference  on  Small  Business  made  capital  formation  one  of 
their  very  top  priorities. 

This  morning  we  will  hear  from  five  witnesses  representing  indi- 
vidual small  businesses,  as  well  as  small  business  organizations.  I 
have  asked  the  witnesses  to  provide  the  Committee  with  their  in- 
sights as  to  the  current  and  historic  private-sector  sources  of  cap- 
ital available  to  small  business  and  the  specific  obstacles  and  op- 
portunities that  exist  in  these  areas. 

It  is  my  hope  that  this  hearing  and  the  follow-on  hearings  will 
accomplish  two  things:  First,  identify  some  of  the  regulatory  im- 
pediments, which,  if  remedied,  will  allow  the  private  sector  to  pro- 
vide better  access  for  small  business.  Second,  open  a  forum  for  new 
ideas  in  order  to  stimulate  the  innovative  genius  of  the  private  sec- 
tor and  develop  new  alternatives  that  will  enable  small  businesses 
to  continue  their  valuable  contribution  to  our  national  and  local 
economies. 

At  this  time  I  would  like  to  recognize  my  neighbor  from  Missouri, 
Mr.  Skelton. 

[Chair  Meyers'  statement  may  be  found  in  the  appendix.] 

Mr.  Skelton.  Thank  you  very  much. 

In  the  absence  of  Mr.  LaFalce  today,  the  ranking  minority  mem- 
ber, who  could  not  be  here  and  would  love  to  be  here,  I  would  ask 
unanimous  consent  to  put  his  opening  statement  into  the  record, 
which  I  might  point  out  the  very  first  sentence  compliments  you. 

Chair  MEYERS.  Then  we  will  certainly  want  to  put  it  into  the 
record,  without  objection. 

[Mr.  LaFalce's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  At  this  time  any  of  the  other  Members  who  have 
statements  will  be  allowed  to  put  them  in  the  record,  without  objec- 
tion. We  will  go  to  our  testimony  from  our  witnesses,  and  our  first 
witness. 

Our  first  witness  is  Murray  Grerber,  president  and  CEO  of  Proto- 
type and  Plastic  Mold  Company  of  Middletown,  Connecticut,  and 
he  is  representing  the  National  Association  of  Manufacturers. 

TESTIMONY  OF  MURRAY  A.  GERBER,  PRESmENT  AND  CEO, 
PROTOTYPE  &  PLASTIC  MOLD  COMPANY,  REPRESENTING 
NATIONAL  ASSOCLVTION  OF  MANUFACTURERS,  MIDDLETON, 
CONNECTICUT 

Mr.  Gerber.  Thank  you. 

Good  morning,  ladies  and  gentlemen.  My  name  is  Murray  Grer- 
ber, president  and  owner  of  Prototype  &  Plastic  Mold  Company,  a 
small  manufacturing  company  in  the  plastics  business,  in  Middle- 


town,  Connecticut.  We  are  a  27-year-old,  family  owned  S-corpora- 
tion  with  80  employees.  I  am  a  member  of  the  NAM  Board  of  Direc- 
tors and  am  a  former  chairman  of  the  Connecticut  Business  and 
Industry  Association. 

The  National  Association  of  Manufacturers  is  the  Nation's  oldest 
and  largest  broad-based  industrial  trade  association.  It  has  nearly 
14,000  member  companies  and  subsidiaries  and  that  includes  ap- 
proximately 10,000  small  manufacturers. 

We  are  in  every  State  and  produce  85  percent  of  U.S.  manufac- 
tured goods.  Through  its  member  companies  and  affiliated  associa- 
tions, the  NAM  represents  every  industrial  sector  and  more  than 
18  million  employees.  That  is  the  commercial. 

I  have  also  been  Small  Businessman  of  the  Year  twice  in  Con- 
necticut, Small  Business  Advocate  of  the  Year  twice,  and  a  delegate 
to  all  three  White  House  Conferences  on  Small  Business. 

We  appreciate  the  opportunity  to  testify  regarding  the  problem 
of  small  business  access  to  capital,  and  to  discuss  not  only  personal 
experiences  but  our  suggestions  for  improving  the  access  of  smaller 
capital-intensive  manufacturing  companies. 

As  I  indicated,  I  have  served  in  several  capacities  as  a  represent- 
ative of  small  business.  While  I  speak  to  you  of  my  personal  experi- 
ences, I  am  also  acting  as  a  spokesman  and  advocate  for  many, 
many  small  businesses. 

For  the  most  part,  my  knowledge  is  Connecticut-based.  I  suspect 
Connecticut  is  an  extreme  case,  because  of  the  long  recession, 
changes  in  the  banking  environment,  and  the  many  bank  failures 
and  mergers. 

I  think  Connecticut  experience  is  helpful  in  understanding  the 
global  situation,  where  we  might  go.  In  the  complete  package  of  my 
testimony,  I  make  the  case  that  there  is  a  shortage  of  credit  for 
small  business,  and  that  the  credit  crunch  we  have  been  talking 
about  for  the  last  several  years  continues.  It  continues  despite  the 
fact  that  the  banks  advertise  availability  of  funds  and  claim  the 
problem  is  an  absence  of  demand. 

To  understand  the  situation,  you  should  consider  there  has  been 
a  dramatic  shift  in  the  credit  environment.  Small  business  has 
learned  it  is  not  going  to  satisfy  its  need  for  capital  from  the  banks. 
It  has  sought  out  other  sources  such  as  nonbank  banks  or  it  has 
gone  on  a  diet  and  is  living  with  less  than  it  needs  or  it  has  done 
without  altogether. 

The  situation  with  startups  is  critical.  Loans  for  capital-intensive 
startups  are  virtually  nonexistent.  The  consolidation  of  banks  has 
left  us  without  local  bankers  that  knew  our  fathers  and  our  grand- 
fathers. There  is  no  such  thing  as  a  "character  loan"  anymore. 

I  believe  we  are  in  a  transition  period  where  nontraditional 
sources  of  credit  are  coming  in  to  fill  the  void  lefl  unsatisfied  by 
the  banks.  Indicators  of  this  credit  shortage  abound. 

From  the  increasing  demand  for  SBA  guarantees  through  the  in- 
creasing demand  for  loans  from  the  nonbank  banks,  statistics 
would  show  the  decrease  in  small  industrial  and  commercial  loans 
and  the  precipitous  drop  in  what  the  banks  call  small  CRE,  "com- 
mercial real  estate"  loans. 


The  fact  is  that  bank  small  business  loan  portfolios  are  dis- 
proportionately small  compared  to  the  small  business  contribution 
to  the  gross  domestic  product,  and  getting  smaller. 

The  smaller  staffs  in  the  banks  are  a  sign  of  sickness,  and  the 
fact  that  small  business  people  almost  universally  say  there  is  a 
shortage  of  credit.  These  objective  hearings,  I  am  sure,  will  con- 
vince you  the  shortage  is  real. 

I  hope  I  have  a  few  seconds  more,  because  I  would  have  to  pass 
up  this  my  first  opportunity  to  testify  without  saying  something 
about  the  most  important  issue  to  me  as  a  small  business  person, 
and  that  is,  the  desperate  need  for  remedy  in  the  S-corporation  tax 
rules  and  also  the  AMT,  which  is  punitive  to  companies  that  are 
capital-intensive. 

We  desperately  need  the  cash  that  would  be  saved  from  help  in 
those  areas.  It  is  as  good  as  reduced  interest  on  loans.  In  the  long- 
term,  having  the  small  business  job  generating  sector  capitated  whI 
result  in  fewer  jobs,  less  growth,  and  lingering  economic  concerns. 

I  thank  you  for  permitting  me  to  speak  and  for  holding  these 
hearings.  I  hope  to  be  able  to  bring  out  some  more  detail  in  re- 
sponse to  your  questions. 

[Mr.  Gerber's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  We  thank  you  very  much  for  your  testimony,  Mr. 
Gerber. 

Our  next  witness  is  Robert  Smith,  president  of  Spero-Smith  In- 
vestment Advisers,  Inc.,  representing  National  Small  Business 
United. 

TESTIMONY  OF  ROBERT  SMITH,  PRESIDENT,  SPERO-SMITH  IN- 
VESTMENT ADVISERS,  INC.,  REPRESENTING  NATIONAL 
SMALL  BUSINESS  UNITED,  CLEVELAND,  OHIO 

Mr.  Smith.  Thank  you.  Madam  Chairman. 

My  name  is  Bob  Smith,  and  I  am  a  partner  in  Spero-Smith  In- 
vestment Advisers  in  Cleveland,  Ohio,  I  am  also  the  chairman  of 
the  Credit  and  Capital  Formation  Committee  of  National  Small 
Business  United,  and  also  serve  on  the  Board  of  COSE,  the  "Coun- 
cil of  Small  Enterprises,"  of  the  Greater  Cleveland  Growth  Associa- 
tion, which  is  the  largest  local  small  business  organization  in  the 
Nation.  COSE  is  also  a  member  of  National  Small  Business  United. 
I  also  do  appreciate  the  opportunity  to  testify  today  on  this  impor- 
tant issue. 

As  a  small  business  owner  and  an  investment  adviser  of  small 
businesses,  I  can  tell  you  the  importance  of  small  business  capital 
formation  and  financing  cannot  be  overstated. 

In  the  late  80's  and  early  90's,  bankers  got  much  more  risk- 
averse  brought  on  by  increased  regulation,  especially  in  the  North- 
east, and  by  the  recession  that  therefore  created  a  credit  crunch. 

Contrary  to  my  colleague,  I  believe  the  access  to  capital  situation 
has  improved  dramatically.  Although  I  am  concerned  about  what 
happens  with  the  next  credit  crunch,  our  position  initially  would  be 
to  let  us  make  sure  that  all  the  things  in  place  now  with  the  SBA 
and  their  guaranteed  financing  stays  in  place;  and  if  necessary, 
during  the  next  credit  crunch,  let  us  make  sure  money  is  increased 
to  step  in  where  the  private  sector  is  not  doing  a  good  job.  There 
is  need  for  improvement  before  the  next  credit  crunch. 


The  unique  thing  about  small  business  is  the  tremendous  diver- 
sity in  size  and  businesses  and  the  needs  of  businesses,  and  it 
makes  it  very  difficult,  as  you  know,  to  get  your  arms  around  the 
problem.  Consequently,  we  believe  that  it  is  appropriate  to  look  to- 
ward small  incremental  steps  as  opposed  to  one,  single  solution. 

If  I  could  comment  on  some  personal  experiences,  in  1988  some 
partners  and  myself  made  an  attempt  to  buy  out  the  firm  in  which 
we  were  working.  Our  initial  contact  was  with  a  venture  capital 
firm.  We  were  investment  advisers,  and  the  learning  curve  we 
went  through  was  still  very  steep. 

The  final  conclusion  was  the  money  was  available,  but  the  cost 
was  too  high.  I  think  many  small  business  people  when  they  first 
start  venturing  and  looking  at  venture  capital  can  see  the  tremen- 
dous monies  that  could  be  available,  they  get  excited  by  that. 

As  they  go  through  the  process,  however,  the  situation  becomes 
either  they  just  do  not  qualify  because  the  opportunities  are  not 
great  enough,  or,  because  what  they  have  to  give  up,  in  terms  of 
equity  ownership,  are  too  high. 

The  next  experience  I  had  was  when,  we  did  start  our  own  busi- 
ness, as  opposed  to  buying  out  the  existing  business  and  chose  to 
use  bank  financing  to  obtain  our  monies.  There  we  learned  the  val- 
uable lesson  of  personal  guarantees. 

When  the  banker  said  to  me,  when  we  were  fi*ustrated  about 
these  guarantees,  "As  long  as  I  have  more  money  in  this  business 
than  you  do,  and  you  have  the  stock,  you  are  going  to  personally 
guarantee  this  loan."  I  had  to  gain  respect  for  that  position. 

National  Small  Business  United  in  conjunction  with  the  Arthur 
Anderson  Enterprise  Group  did  conduct  a  study,  which  you  have 
before  you.  The  results  of  that  study  confirm  this  diversity  issue 
and  the  complexity  of  the  situation.  I  will  not  bother  to  highlight 
anything;  but  if  you  read  my  testimony,  the  facts  and  figures  are 
there,  and  I  would  encourage  you  to  look  at  that. 

We  do  offer  some  solutions,  and  there  are  four  of  these.  The  first 
one  has  to  do  with  the  capital  gains  tax.  We  support  the  broad- 
based  capital  gains  rate  reduction  that  is  currently  on  the  table. 
More  importantly  for  us,  we  would  encourage  lower  rates  with  in- 
creased holding  periods.  We  think  that  would  go  a  long  way  toward 
lining  up  the  equity  ownership  and  time  horizon  with  the  rate  re- 
ductions from  which  the  owners  would  benefit  when  they  sell  their 
business. 

We  also  support  the  privatization  of  the  SBIC.  We  understand 
and  appreciate  the  leadership  provided  by  Congressman  Torkildsen 
on  this  issue.  By  privatizing  we  believe  there  would  be  a  better  bal- 
ance between  the  incentives  of  the  private  market  and  also  the  in- 
centives to  address  the  need  for  quality  control  of  those  people  in 
the  business. 

We  encourage  greater  bank  lending;  however,  we  are  not  encour- 
aging more  regulation  in  this  area.  We  want  to  compliment  the 
Chair's  leadership  by  requiring  banks  to  monitor  and  show  the  evi- 
dence of  their  support  for  small  business  loans. 

We  believe  that  organizations  like  National  Small  Business  Unit- 
ed and  especially  on  the  local  level,  organizations  like  COSE,  can 
provide  leadership  in  meeting  with  local  banks  and  holding  them 
accountable  for  their  statements  in  the  media  about  their  commit- 


ments  to  the  small  business  market,  and  then  post-auditing  versus 
what  they  are  actually  doing. 

The  last  solution,  we  would  offer  is  at  times  we  talk  a  lot  about 
the  tremendous  pools  of  money  in  the  institutional  marketplace, 
and  it  looks  very  inviting.  The  lack  of  liquidity  and  marketability 
of  small  businesses  makes  it  difficult  to  visualize  how  that  money 
can  be  accessed.  We  would  encourage  the  securitization  or  packag- 
ing of  small  business  loans  in  secondary  markets  to  facilitate  that. 

In  conclusion,  I  just  want  to  thank  you  for  your  interest  and  we 
offer  any  other  support  as  you  study  this  important  issue  to  small 
businesses. 

[Mr.  Smith's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Thank  you  very  much,  Mr.  Smith. 

Our  next  witness  is  William  J.  Dennis,  Senior  Research  Fellow 
at  the  NFIB  Education  Foundation,  and  he  is  representing  the  Na- 
tional Federation  of  Independent  Business. 

TESTIMOIVY  OF  WILLIAM  J.  DENNIS,  JR.,  SENIOR  RESEARCH 
FELLOW,  NFIB  EDUCATION  FOUNDATION,  REPRESENTING 
NATIONAL  FEDERATION  OF  INDEPENDENT  BUSINESS 

Mr.  DE^fNIS.  Thank  you.  Madam  Chairman. 

Let  me  preface  my  remarks  by  suggesting  that  the  ability  to  ob- 
tain and  to  retain  capital  is  extraordinarily  important.  Most  busi- 
nesses start  with  their  personal  wealth  and  most  can  only  expand 
if  they  have  some  type  of  retained  earnings. 

This  implies  that  something  has  to  be  done  on  the  tax  and  regu- 
latory side.  While  neither  the  topic  of  the  hearing  today,  I  think  it 
is  important  that  we  start  there  and  at  least  have  it  as  part  of  the 
discussion. 

Most  small  business  owners  can  get  most  of  the  capital  they  need 
most  of  the  time.  What  allows  me  to  say  that?  NFIB  does  a  lot  of 
surveying,  as  you  well  know,  and  virtually  ever  survey  we  conduct 
supports  this  assertion. 

For  example,  we  have  a  monthly  periodical  based  on  a  survey 
that  we  conduct  called  "Small  Business  Economic  Trends."  One 
question  we  ask  is  something  to  the  effect,  "Were  you  able  to  sat- 
isfy all  of  your  borrowing  needs  in  the  last  3  months?" 

Over  the  last  year,  the  ratio  has  been  five  who  have  been  able 
to  satisfy  all  of  their  borrowing  needs  for  every  one  who  could  not. 
Of  course,  we  did  not  include  those  who  were  not  in  the  markets. 
That  is  simply  one  example. 

In  another,  "Small  Business  Problems  and  Priorities,"  we  took  75 
potential  problems  and  asked  a  large  sample  to  rank  them:  The 
ability  to  obtain  long-term  business  loans  was  their  46th  most  seri- 
ous problem  out  of  75;  the  ability  to  obtain  short-term  loans,  or  re- 
volving capital  loans,  was  53rd;  and  equity  capital  was  69th  out  of 
75. 

Also,  financing  small  business  starts  is  easier  than  many  think. 
I  emphasize  "than  many  think."  The  reason  I  say  that  has  to  do 
with  things  like  second  mortgages,  personal  loans,  the  switch  to  a 
service  from  a  manufacturing  base,  which  means  that  the  amount 
of  capital  required  to  go  in  is  less.  We  have  a  number  of  secondary 
wage  earners  these  days,  dual  income  families  help,  and  so  on. 


Nonetheless,  this  having  been  said,  there  are  gaps.  Gaps  are  the 
things  that  the  Committee  should  address  —  not  the  general  over- 
all picture,  but  gaps. 

I  have  listed  six  gaps,  and  I  would  like  to  go  over  them  briefly. 
The  first  is  starts.  Now,  for  a  couple  of  reasons  that  I  have  men- 
tioned, it  is  not  as  difficult  as  some  would  think.  Indeed,  we  are 
starting  millions  of  new  businesses  every  year.  Nonetheless,  there 
are  critical  problems,  particularly  in  the  larger  small  starts. 

A  larger  small  start  may  be,  oh,  the  type  that  would  employ  10, 
15,  20  people.  For  people  entering  these  types  of  businesses,  indeed 
there  is  a  serious  problem.  I  am  not  sure  it  is  a  debt  problem,  how- 
ever. It  is  probably  an  equity  problem.  Already  we  have  something 
called  "angel  investors."  They  are  putting  between  $10  and  $20  bil- 
lion in  this  type  of  business  as  well  as  growth  business. 

Perhaps  the  most  knowledgeable  person  in  the  country  is  Profes- 
sor Wetzel  at  the  University  of  New  Hampshire,  andf  you  have 
probably  had  him  before  you  at  some  point  in  time.  He  estimates 
that  twice  that  amount  of  capital  could  be  easily  absorbed  if  the 
market  mechanisms  were  functioning  efficiently. 

What  about  venture  capital?  Well,  venture  capital  does  not  fund 
startups.  It  does  not  really  fund  much  under  $1  million.  We  cannot 
include  venture  capitol  in  the  start  phenomenon. 

The  second  and  probably  the  other  really  critical  area  is  rapidly 

f  rowing  businesses.  Again,  this  is  a  real  problem  for  a  banker.  You 
ave  to  understand  how  rapidly  growing  businesses  grow.  They  do 
not  grow  in  a  straight  line.  They  grow  like  a  sine  curve,  up  and 
down,  a  snake  may  be  a  better  way  to  describe  it. 

For  a  lender,  that  become  a  very,  very  difficult  problem.  How  do 
they  know  when  a  little  downturn  may  not  be  the  last  downturn? 
What  makes  these  so  difficult  is  that  a  growing  business  is  a  vora- 
cious consumer  of  capital.  They  need  it  not  only  to  maintain  cur- 
rent operations,  but  they  need  it  for  expansion.  They  are  always 
behind. 

Since  growing  firms  are  really  a  major  job  generator,  they  are 
one  of  the  things  that  distinguishes  the  United  States  from  vir- 
tually the  rest  of  the  industrialized  world,  this  is  a  critical  class  of 
business  and  one  that  needs  to  be  funded.  It  probably  can  only  be 
done  through  increased  equity. 

The  third  type  of  shortage  is  due  to  business  cycles.  Someone  on 
the  panel  earlier  mentioned  some  of  the  cyclical  problems.  Balance 
sheets  deteriorate  as  the  cycle  goes  down.  Indeed,  NFIB  data  show 
direct  relationships,  direct  inverse  relationships,  between  the 
growth  in  the  economy  and  the  capacity  to  access  credit  markets. 
It  is  very  clear.  That  is  a  problem.  Many  who  cannot  obtain  credit 
in  these  periods  are  very  good  businesses;  they  just  temporarily  are 
having  a  little  difficulty  in  the  cycle. 

Fourth  is  transitions.  During  the  late  eighties  and  early  nineties 
we  had  the  New  England  problem.  As  someone  once  said,  it  is  very 
difficult  to  borrow  when  the  bank  doors  are  locked  shut.  That  is 
kind  of  what  happened  in  New  England.  Clearly,  that  was  a  very 
serious  situation,  but  one  at  that  time  confined  to  that  particular 
region.  Earlier,  the  Southwest  had  seen  a  very  similar  thing. 

There  is  also  a  second  example,  and  a  little  bit  more  localized. 
It  involves  mergers  and  acquisitions.  Although,  I  just  saw  a  study 
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that  was  released  by  the  Fed  which  I  have  not  had  a  chance  to 
read  it.  The  New  York  Fed  suggests  that  merged  banks  do  a  better 
job  at  lending  to  smaller  firms  than  do  nonmerged  banks.  I  am 
going  to  be  very  curious  to  take  a  look  at  the  argument  put  for- 
ward. 

Fifth,  there  are  marginal  borrowers.  There  is  always  a  line  be- 
tween someone  who  can  get  credit  and  someone  who  cannot.  That 
line  can  frequently  be  a  very,  verv  fine  line.  The  objective  is  not 
to  change  that,  because  that  could  never  change.  The  objective  is 
to  move  the  line,  if  you  will.  Move  the  line  toward  the  acceptance 
side. 

Finally,  the  sixth  is  troubled  businesses.  There  are  some  busi- 
nesses for  which  further  debt  and  equity  just  are  not  appropriate. 
Let  me  leave  you  with  that.  My  time  is  up.  I  will  be  happy  to  an- 
swer any  questions  when  the  appropriate  time  comes. 

Thank  you. 

[Mr.  Dennis'  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Thank  you,  Mr.  Dennis. 

Our  next  witness  is  Ms.  C.  Virginia  Kirkpatrick,  who  is  president 
of  CVK  Personnel  Management  &  Training  Specialists,  represent- 
ing the  National  Association  of  Women  Business  Owners  and  prob- 
ably also  representing  herself  from  her  experiences  in  small  busi- 
ness. 

TESTIMONY  OF  C.  VIRGINIA  KIRKPATRICK,  PRESIDENT,  CVK 
PERSONNEL  MANAGEMENT  &  TRAINING  SPECIALISTS,  REP- 
RESENTING NATIONAL  ASSOCIATION  OF  WOMEN  BUSINESS 
OWNERS,  ST.  LOUIS,  MISSOURI 

Ms.  Kirkpatrick  First  of  all,  I  want  to  thank  Mrs.  Meyers  for 
her  help  in  small  business.  We  really  are  very  sorry  that  you  will 
not  be  returning  in  the  future. 

Chair  Meyers.  We  have  counted  you  as  a  great  friend  to  small 
businesses. 

Ms.  Kirkpatrick.  I  do  own  a  small  business  in  St.  Louis.  I  am 
also  a  director  on  the  Financial  Services  Council  of  the  National 
Association  of  Women  Business  Owners.  I  am  also  a  director  and 
a  shareholder  in  a  new  startup  bank  in  the  St.  Louis  area  and  sit 
on  that  loan  committee.  I  may  not  be  popular  because  I  may  have 
some  of  that  banking  aura,  I  am  not  sure. 

The  sources  of  capital  for  small  business  have  already  been  dis- 
cussed. The  primary  one  is  personal  savings  and  then  friends  and 
family.  Especially  for  women  business  owners,  these  sources  are 
the  major  sources:  A  second  mortgage  on  your  home,  the  equity  in 
the  home  if  you  can  get  your  husband  to  sign.  These  are  major 
sources. 

The  second  in  my  experience  has  been  that  small  businesses  ab- 
solutely depend  on  SBA-guaranteed  loans.  I  am  on  the  board  of  St. 
Louis  Steel  Products  in  St.  Louis.  It  is  about  a  $12  million  annual 
revenue  company  that  took  over  a  closed  rolling  mill,  a  steel  rolling 
mill.  They  are  in  business  primarily  because  of  the  504  Program. 
I  see  that  constantly,  7(a)  for  ongoing  operations,  LowDoc  loans, 
prequalified  loan  programs.  There  is  a  great  dependence  in  the 
small  business  community  on  these  loans. 
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Women  business  owners  use  their  credit  cards  more  than  any 
other  source  after  family,  friends,  and  personal  savings,  and  home 
equity  in  their  home.  Generally  speaking,  women  business  owners 
still  do  have  more  credit  problems  than  men.  I  realize  that  may  not 
sound  like  a  popular  thing  to  talk  about,  but  it  is  definitely  true. 

Most  women-owned  businesses  at  startup  are  undercapitalized, 
and  it  severely  limits  the  growth  that  they  can  have.  The  small 
business  with  2  or  3  years  of  successful  operation  does  not  have 
any  trouble  getting  bank  loans,  they  really  do  not.  There  may  be 
some  up  and  downs,  but  bankers  are  smart  enough  to  figure  out 
what  is  going  on  in  a  business.  They  do  not  have  any  trouble  get- 
ting loans.  It  is  startups  that  are  difficult.  They  cannot  get  bank 
loans. 

I  think  there  have  been  some  changes  in  the  trends  in  the  Mid- 
west, certainly  in  the  St.  Louis  area.  I  think  those  have  been  a 
matter  of  degree,  not  dramatic,  significant  kinds  of  change. 

I  work  as  a  consultant  with  a  lot  of  small  businesses.  My  per- 
sonal observation  is  that  the  availability  of  capital  of  the  small 
businesses  who  are  ongoing  and  have  established  some  track  record 
depends  primarily  on  the  competition  for  loans  in  the  area.  There 
is  tremendous  competition  right  now  in  the  Midwest  among  banks 
for  customers,  for  deposits,  for  loans.  That  competition  is  a  nealthy 
thing;  it  is  a  good  thing.  What  it  means  is  that  many  businesses 
are  able  to  get  loans  at  below  prime  rates,  which  is  kind  of  a  new 
thing  since  I  have  sat  on  a  loan  committee.  Also,  the  regulatory  en- 
vironment which  has  been  mentioned  has  a  tremendous  impact  on 
the  banks'  willingness  to  make  loans.  You  can  never  forget  that. 

Right  after  the  S&L  debacle,  banks  just  had  to  look  very,  very 
carefully.  Their  loans  were  scrutinized  with  a  magnifying  glass  and 
loans  that  were  not  fully  —  and  I  mean  100-percent-plus  — 
collateralized  were  criticized.  The  regulatory  environment,  it  can- 
not be  overemphasized  that  they  have  tremendous  impact  on 
whether  or  not  banks  are  willing  to  make  loans. 

Currently,  I  think  that  the  environment  in  the  Midwest,  and  I 
think  St.  Louis  in  particular,  is  very  good  for  customers.  There  is 
a  lot  of  competition  among  the  banks,  and  I  think  that  is  healthy 
for  the  customers. 

If  you  look  at  sources  of  capital,  as  we  have  been  discussing,  and 
you  talk  about  securities  offerings,  my  experience  has  been  that 
working  with  the  bank  where  we  needed  more  capital,  and  we 
talked  about  an  IPO,  an  "initial  public  offering,"  we  found  that  cost 
$1  million.  I  do  not  know  any  small  businesses  who  have  a  million 
dollars  to  go  out  and  issue  an  IPO.  We  ended  up  registering  our 
stock  on  the  NASDAQ  Exchange  on  the  over-the-counter  market, 
and  that  cost  about  $80,000  in  legal  fees. 

The  securities  industry  is  not  set  up  for  small  business  at  all.  I 
understand  that  the  laws  are  set  up  to  protect  the  investor.  I  can 
understand  that  very  well,  but  it  is  just  out  of  the  reach.  It  is  not 
a  factor  at  this  point  in  time  in  the  small  businesses. 

Venture  capital  has  already  been  mentioned.  They  do  not  want 
to  talk  to  anybody  who  wants  under  a  million,  and  most  of  them 
do  not  want  to  talk  about  a  million.  I  mean,  they  want  to  talk 
about  $10  million  perhaps,  but  they  do  not  want  to  talk  about 
smaller  amounts  of  money.  Venture  capital  does  not  provide  capital 
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for  small  business  in  amounts  that  are  $250,000  or  under  or  $1 
million  or  under.  High-potential  companies,  technologically  high- 
potential  and/or  "niche"  markets,  small  companies  can  get  startup 
capital  from  venture  capital  firms.  It  has  to  be  a  very  unusual  kind 
of  business. 

To  my  knowledge,  institutional  investors  like  insurance  compa- 
nies just  do  not  provide  any  kind  of  capital  for  small  business.  They 
do  not  have  any  kind  of  incentive  to.  Why  would  they?  They  can 
take  the  large  projects  and  make  more  money,  and  nave  it  cost 
them  less  to  do  investing;  so,  there  is  no  incentive  to  do  that. 

Some  very  quick  recommendations.  H.R.  2806  was  introduced  in 
the  House  on  December  18,  1995.  This  bill  would  amend  the  SBIC 
Act  and  create  the  Venture  Capital  Marketing  Association,  "Vicky 
Mae,"  if  you  will.  This  mechanism  would  make  it  possible  for  small 
business  loans  to  be  securitized  in  the  Fannie  Mae  fashion  in  the 
residential  housing. 

We  already  have  the  model;  we  know  how  to  do  it.  I  guess  I  do 
not  quite  understand  why  it  cannot  get  done.  It  is  a  very  positive 
thing  for  small  business  and  for  capital  for  small  business.  We  need 
to  continually  be  looking  at  regulatory  environment. 

Collateral  is  not  —  I  sit  on  a  loan  committee  —  the  source  of  re- 
payment. An  ongoing  business  that  is  profitable  is  the  source  of  re- 
payment of  loans.  Banks  need  to  be  able  to  make  those  kinds  of 
loans.  Frankly,  you  can  blame  the  banks  if  you  want,  but  not  when 
the  regulatory  environment  discourages  making  loans  that  are  not 
over  100  percent  collateralized.  We  need  to  be  paying  attention  to 
that. 

I  also  believe  that  banks  need  to  be  able  to  offer  insurance  and 
mutual  funds  and  stock,  et  cetera,  to  their  customers  because  the 
margins  between  the  deposit  rate  and  the  loan  rates  are  narrowing 
and  narrowing  and  narrowing.  We  can  make  the  banks  the  villain 
if  we  want,  but  they  are  not  going  to  make  loans  if  they  cannot 
make  profits. 

In  the  end,  I  think  we  need  to  have  incentives,  and  I  think  that 
incentives  are  much  better  than  regulations.  They  cost  less,  and,  in 
the  end,  they  create  more  capital. 

Thank  you. 

[Ms.  Kirkpatrick's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Thank  you  very  much,  Ms.  Kirkpatrick. 

Our  final  witness  is  a  friend  who  has  been  witn  us  before,  John 
Satagaj,  president  of  Small  Business  Legislative  Council. 

TESTIMONY  OF  JOHN  SATAGAJ,  PRESmENT,  SMALL  BUSINESS 

LEGISLATIVE  COUNCIL 

Mr.  Satagaj.  Thank  you.  Madam  Chairman. 

Before  I  start  my  testimony,  let  me  also  add,  given  I  do  not  know 
when  I  am  going  to  get  a  cnance  to  testify  again  before  you  this 
year,  thank  you  for  all  your  good  work  and  leadership.  On  behalf 
of  SBLC  and  myself  personally,  it  has  been  a  terrific  experience, 
and  we  are  sorry  to  see  you  go.  Take  me  with  you,  will  you? 

Chair  MEYERS,  Thank  you.  I  appreciate  that. 

Mr.  Satagaj.  I  think  I  will  start  with  saying  what  Denny  has 
said  about  startups  is  certainly  true  across  the  board,  and  I  would 
agree  in  terms  of  starting  up  a  small  business. 
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I  am  not  going  to  go  back  into  that  whole  area,  except  to  observe 
that  in  my  experience  it  really  comes  down  to  three  things  if  you 
are  going  to  invest  equity  capital  in  a  startup  for  small  business: 
It  is  a  relative,  I  am  going  to  make  a  killing  on  this  thing,  or  my 
accountant  tells  me  I  am  going  to  get  a  tax  break.  That  is  what 
it  really  comes  down  to  if  you  are  going  to  make  an  equity  invest- 
ment in  a  small  startup  business. 

Now,  there  is  not  much  we  can  do  about  who  you  marry.  In 
terms  of  that  option,  it  is  just  chance.  My  wife  came  from  a  small 
business,  and  she  married  me.  I  guess  she  did  not  do  anything  for 
the  business. 

A  sure  thing?  There  is  only  taxes  and  death.  There  is  no  chance 
that  we  can  guarantee  that  people  can  make  a  profit  on  an  invest- 
ment in  a  small  business. 

It  comes  down  to  the  tax  code.  I  have  heard  many  comments 
here  today  about  it.  Certainly,  capital  gains  is  a  big  part  of  that. 
We  are  of  the  school  that  no  matter  how  much  you  cut  taxes,  you 
have  got  to  steer  the  folks  to  where  you  want  them  to  go. 

We  nave  always  believed  throughout  our  organization's  long  his- 
toiy  that  you  need  to  use  the  tax  code  in  that  way,  whether  it  is 
rollover  for  small  business  or  direct  expensing,  something  that  mo- 
tivates them  to  go  in  a  specific  direction  is  as  important  as  simply 
cutting  the  taxes.  If  we  are  looking  for  more  equity  investments  in 
small  business,  we  need  to  do  that. 

Second  item,  you  asked  in  your  testimony,  "Well,  let  us  have 
some  historic  data."  Denny  and  I  qualify  as  prehistoric  when  it 
comes  to  Washington.  I  have  only  seen  this  done  once,  where  some- 
one attempted  to  give  a  snapshot  of  where  businesses  get  their  cap- 
ital. This  is  for  small  corporations.  This  is  not  a  startup;  this  is  an 
ongoing  business. 

According  to  this  snapshot,  which  comes  from  1978  and  1980,  55 
percent  of  their  capital  came  from  internal  sources  and  the  remain- 
der from  external  sources,  this  is  as  opposed  to  large  corporations 
which  only  had  to  generate  43  percent  internally.  It  tells  you  how 
dependent  small  businesses  are  on  their  own  resources;  this  is  an 
ongoing  business.  Of  that,  37  percent  came  from  depreciation. 

In  other  words,  I  am  making  my  profit,  and  I  have  got  a  write- 
off when  I  make  the  investment  in  my  plant  equipment,  the 
quicker  I  can  write  it  off,  the  better.  If  there  was  ever  a  case  for 
direct  expensing,  this  is  it.  Thirty-seven  percent  came  out  of  depre- 
ciation, about  14  percent  out  of  retained  earnings.  Murray  talked 
about  the  S-corporation  and  the  taxes  on  them,  retained  earnings. 
That  is  a  big  chunk  of  money. 

Actually,  when  you  look  at  it,  shareholder  loans  were  another  5 
percent.  It  was  actually  60  percent  that  was  really  coming  from  in- 
ternal sources,  because  shareholder  loans  are  my  money,  as  the 
owner,  going  back  into  the  business. 

The  remainder  was:  Short-term  debt  about  14  percent,  that  is 
the  working  capital  loans  or  lines  of  credit;  other  capital  about  2 
percent;  and  long-term  debt  about  12  percent.  That  was  a  snapshot 
of  small  business  in  1980.  Mv  guess  is  it  is  pretty  much  the  same. 

If  I  had  to  ask  some  of  the  business  owners  here,  they  would 
probably  tell  me  that  the  trade  debt  is  down.  You  do  not  get  that 
kind  of  credit  anymore  if  you  are  in  the  line  somewhere.  Everybody 
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is  a  little  tighter  with  it.  Equity  capital  is  probably  up  for  small 
business  a  little  bit;  depreciation  probably  has  gone  aown  some. 

Since  this  period,  it  went  up  and  went  down.  This  is  1978  to 
1980.  It  is  a  general  snapshot  of  what  we  have.  Small  business  is 
very  dependent  on  internal  sources  for  their  resources.  Anything 
we  can  do  to  expand  other  avenues  of  debt  or  equity  for  them  will 
help  them  out  quite  a  bit.  Changes  we  can  make  in  the  deprecia- 
tion area  will  help.  That  is  where  we  are  in  terms  of  ongoing  busi- 
nesses. 

In  terms  of  bringing  new  funds  in,  I  am  part  the  baby  boomer 
generation.  Every  time  I  pick  up  "The  Wall  Street  Journal"  I  find 
out  I  am  doing  what  everybody  else  is  doing:  I  am  putting  my 
money  in  mutual  funds;  right?  We  are  pouring  it  away  like  crazy. 
As  much  as  I  hate  to  say  it,  it  is  time  we  started  snaking  "me" 
down  and  tap  those  resources  in  mutual  funds  and  pension  funds. 

Now,  we  have  a  long  history  of  protecting  those  and  the  fiduciary 
responsibility  of  fund  managers.  I  will  probably  regret  it  when  I 
look  at  my  pension  and  my  funds  years  down  the  road,  but  I  think 
it  may  be  time  to  take  another  look  at  that  and  loosen  the  stand- 
ards up,  to  encourage  some  investments  in  small  businesses  from 
those  sources.  Even  though  I  am  putting  my  own  capital  at  risk 
here,  I  am  willing  to  do  it. 

In  terms  of  the  stock  market  and  the  securities,  as  I  mentioned 
here  in  1978  and  1980  outside  capital  was  about  2  or  3  percent. 
I  am  sure  it  has  increased  since  then,  but  I  do  not  lose  a  lot  of  time 
and  sleep  over  whether  we  are  going  to  get  into  those  markets.  As 
Virginia  pointed  out,  it  costs  a  whole  lot  of  money. 

As  long  as  there  are  good  lawyers  around  like  me,  it  is  always 
going  to  cost  a  lot  of  money  because  we  are  not  giving  that  away. 
It  is  great  if  we  can  do  some  things  around  the  margins  to  get  more 
folks  into  the  IPO's,  but  it  is  not  where  we  should  be  spending  our 
time. 

In  terms  of  the  credit  crunch,  I  think  things  are  much  better. 
Unfortunately,  Murray  lives  in  Connecticut  —  in  fact,  from  my 
home  town  —  and  things  are  a  little  worse  there  than  the  rest  of 
the  world,  but  overall  things  have  improved.  We  are  doing  a  good 
job,  and  I  think  we  are  wringing  out  as  much  as  we  can. 

We  can  use  a  few  gimmicks  like  Jere  Glover's  report  on  banks 
and  how  they  are  lending  to  squeeze  a  little  more  out  of  the  banks, 
but  we  are  doing  a  pretty  good  job  overall.  We  are  big  fans  of  the 
community  banks.  The  more  we  have  of  those,  the  better  off  we  be- 
lieve we  are. 

Finally,  I  would  mention,  even  though  we  are  only  talking  about 
private  programs  here,  I  think  we  are  on  to  sometning  here  with 
the  SBIC  Program  and  the  changes  that  were  made  in  1992. 

I  think  we  are  getting  new  equity  capital  from  sources  we  did  not 
get  before,  and  that  is  what  is  important  to  me  —  and  it  is  new 
money.  From  that  perspective,  I  think  we  have  made  some  serious 
progress. 

I  thank  you  for  the  opportunity  to  testify.  I  will  give  your  counsel 
a  copy  of  this  chart  that  I  read  from. 

In  our  era  of  downsizing,  we  have  had  to  make  many  cutbacks 
everywhere.  As  you  know,  we  all  swallowed  hard  and  we  had  to 
make  cuts  in  the  SBA  and  particularly  economic  research.  Since 
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1982,  the  Chief  Counsel's  Office  has  been  issuing  a  "State  of  Small 
Business  Report." 

If  you  want  some  interesting  data  on  small  business  financing, 
that  report  for  the  last  14  years  has  had  a  whole  section  on  small 
business  financing.  This  happens  to  be  from  the  1984  report.  I  have 
not  seen  it  done  since  then. 

Unfortunately,  we  had  to  make  those  cutbacks  in  the  programs 
over  there,  but  it  is  a  marvelous  source  of  research.  Denny  has  got 
as  much  money  as  any  of  us  in  the  small  business  community  to 
do  research,  and  it  is  a  pittance.  We  need  to  have  it  to  be  able  to 
tell  you  the  things  you  need  to  know.  Call  this  a  commercial  mes- 
sage for  good  research. 

Thank  you,  Mrs.  Chairman. 

[Mr.  Satagaj's  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Well,  thank  you  very  much.  I  think  our  witnesses 
were  all  just  tremendously  interesting  and  obviously  very  well-in- 
formed about  the  problem,  and  I  thank  all  of  you. 

I  think  I  will  hold  my  questions  until  the  end.  I  would  like  to 
start  the  questioning  with  Mr.  Skelton.  Then  I  will  recognize  Mem- 
bers in  the  order  that  they  were  here.  Although,  Ms.  Kelly  had  to 
leave  briefly,  she  returned,  and  so  we  will  go  to  Ms.  Kelly  next. 

Mr.  Skelton.  Thank  you. 

Mr.  Gerber,  I  want  you  to  assume  that  Joe  Dokes  lives  in  Tight- 
wad, Missouri.  Joe  Dokes  has  a  small  manufacturing  plant  maWng 
basic  widgets.  He  lives  in  a  $75,000  home  paid  for.  He  has  eight 
employees  each  of  which  makes  a  nice  salary,  and  he  pays  himself 
$50,000  a  year,  and  there  are  a  few  dollars  left  over  from  his  widg- 
et business,  but  not  much. 

He  has  the  opportunity  to  make  a  new  kind  of  widget  that  the 
widget  experts  in  the  country  say,  "You  are  going  to  make  a  killing 
on  this.  These  are  wonderful  people  who  do  not  want  to  buy  the 
old;  they  want  to  buy  the  new  widgets." 

He  goes  to  Bill  Skinflint,  the  president  of  the  Tightwad  Bank.  He 
explains  that,  "I  have  this  widget,  and  I  need  a  $300,000  loan  to 
expand  my  small  plant." 

Bill  Skinflint,  the  president  of  the  bank  says,  "Look,  Joe,  you 
have  the  finest  reputation  in  town.  You  have  paid  every  bill  I  have 
ever  known  on  time  or  ahead  of  time.  Everyone  likes  you,  but  the 
days  of  giving  a  loan  based  on  good  character  are  over.  Based  on 
good  character,  vou  could  have  whatever  the  bank  has  because  you 
are  golden,  Joe. 

Joe  leaves  the  Tightwad  Bank  with  a  heavy  heart,  and  he  says, 
"I  have  got  a  friend  named  Murray  Grerber." 

He  gets  him  on  the  phone  and  says,  "Murray,  what  are  we  going 
to  do?  I  have  an  opportunity  to  make  a  real  business  decision  that 
is  just  outstanding.  I  have  this  brand  new  widget.  Help  me,  Mur- 
ray." 

What  are  you  going  to  do?  What  are  you  going  to  say  to  him? 

Mr.  Gerber.  I  have  a  lot  of  difficulty  reaching  for  somebody  in 
Tightwad,  Missouri. 

Mr.  Skelton.  Would  you  believe  there  is  really  a  Tightwad,  Mis- 
souri, and  there  is  a  bank  known  as  the  Tightwad  Bank? 

Mr.  Gerber.  Yes.  I  would  believe  it  wholeheartedly. 
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Mr.  Skelton.  Would  you  believe  that  many  people  throughout 
the  Nation  deposit  money  there  so  they  can  write  a  check  on  the 
Tightwad  Bank. 

Mr.  Gerber.  Great  marketing. 

Chair  Meyers.  I  do  not  believe,  however,  that  the  president  of 
the  bank  is  named  Bill  Skinflint. 

Mr.  Skelton.  No.  What  are  you  going  to  tell  this  fellow.  He 
needs  capital,  and  he  cannot  get  it  where  he  thought  he  could.  He 
does  not  know  anybody  in  St.  Louis  like  a  Ms.  Kirkpatrick  or  any- 
body in  Kansas  City.  What  are  you  going  to  tell  him? 

Mr.  Gerber.  I  think  your  description  is  an  absolutely  perfect  de- 
scription of  the  problem  of  entrepreneurs  raising  capital  today,  be- 
cause he  is  not  going  to  get  it  not  only  from  the  Tightwad  bank, 
but  from  any  other  bank  without  having  twice  the  collateral  that 
he  wishes  to  borrow. 

He  is  not  going  to  be  able  to  borrow  that  money  from  a  bank. 
Clearly,  with  a  $75,000  house  and  a  $50,000  income,  he  is  not 
going  to  be  able  to  satisfy  the  banker's  requirements  in  terms  of 
what  is  in  a  new  venture  fairly  risky.  Calling  Murray  Grerber  is 
probably 

Mr.  Skelton.  No,  this  is  a  pretty  good  widget.  He  has  some  let- 
ters from  widget  experts  saying  that  this  is  a  pretty  good  widget. 

Mr.  Gerber.  It  does  not  matter,  because  there  is  still  risk.  There 
is  no  history  of  cashflow;  there  is  no  history  of  sales  for  him  mak- 
ing that  widget;  so  he  has  a  real  problem.  Calling  Murray  Grerber 
is  probably  the  best  way  this  fellow  has  of  raising  the  capital,  but 
he  is  going  to  have  to  call  more  than  one  Murray  Grerber  because 
Murray  Grerber  is  not  going  to  have  the  cash  to  give  him  $300,000. 
What  you  might  do  is  get  4  or  5  Murray  Grerbers  or  6  that  will  put 
$25,000  apiece  in. 

Mr.  Skelton.  How  does  he  do  that?  You  are  the  only  guy  he 
knows. 

Mr.  Gerber.  I  am  sure  that  in  a  successful  business  he  has  cus- 
tomers, he  has  family  members.  We  all  belong  to  trade  associa- 
tions. I  am  sure  he  is  not  he  only  successful  business  in  Missouri. 
If  he  knows  Murray  Gerber  in  Connecticut,  he  is  also  going  to 
know  a  few  others  like  me. 

My  point  is  that  raising  capital  out  of  the  private  sector  is  prob- 
ably his  best  way.  It  would  be  wonderful  if  he  could  access  and  if 
I  could  access  some  part  of  my  401(k),  so  that  I  could  give  him  or 
lend  him  some  money  for  a  small  business  startup  like  that. 

He  can  put  together  $150,000  and  go  to  Mr.  Skinflint  and  say, 
"Now  I  have  50  percent  equity  in  this.  Will  you  loan  me  the  other 
$150,000?"  It  is  not  likely  to  happen.  He  is  going  to  have  to  come 
in  with  80  or  90  percent  equity,  and  this  is  my  problem  with  the 
banks.  If  they  could  also  have  some  incentive  for  lending  this  man 
some  money,  he  could  raise  that  money.  It  used  to  be  raiseable;  it 
is  not  anymore. 

Mr.  Skelton.  At  what  point  in  our  recent  history  did  the  loans 
based  on  good  character  disappear? 

Mr.  Gerber.  I  know  when  it  happened  in  Connecticut.  It  hap- 
pened in  Connecticut  when  the  regulators  moved  from  Texas  to 
Connecticut,  and  fresh  from  their  success  down  there  finding  bo- 
geyman in  the  banking  business,  they  brought  it  into  Connecticut. 
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You  know,  up  until  that  time,  I  will  admit  we  had  to  exercise 
some  discipline  as  small  business  people  not  to  take  all  the  money 
that  was  being  offered  to  us.  I  certainly  am  not  recommending  we 
go  back  to  those  kinds  of  times.  Some  place  between  those  late 
1980  kinds  of  operating  conditions  and  what  we  have  got  now, 
there  is  a  better  place  for  small  business  to  be  able  to  fund  its 
growth. 

Mr.  Skelton.  Does  anybody  want  to  add  to  that? 

Ms.  Kirkpatrick? 

Ms.  Kirkpatrick.  Could  I  add  to  that? 

Mr.  Skelton.  Yes. 

Ms.  Kirkpatrick.  At  the  point  where  bankruptcy  laws  became  so 
easy  and  so  common,  that  is  when  character  loans  became  less  like- 
ly to  be  made  because  for  some  reason  it  became  okay  to  take 
bankruptcy  and  to  leave  your  debts  unpaid.  As  far  as  I  am  con- 
cerned, you  cannot  use  bankruptcy  in  many  instances  in  disqualify- 
ing somebody  from  a  loan.  That  is  part  of  the  problem.  It  goes  back 
to  the  lawyers. 

Mr.  Gerber.  Can  I  stick  in  another  word?  Because  from  my 
standpoint,  the  thought  of  bankruptcy  is  absolutely  not  within  my 
lexicon.  It  does  not  exist.  One  of  the  reasons  I  work  6  to  7  days 
a  week  in  my  beloved  little  business  is  for  the  fear  of  bankruptcy. 

If  you  are  talking  about  character  loans,  what  are  we  talking 
about?  We  are  talking  about  characters  who  will  not  contemplate 
going  bankrupt.  I  think  that  bankers  who  have  the  ability  to  judge 
character  would  be  able  to  see  it  in  me,  and  millions  of  others  like 
me.  Bankruptcy  is  not  one  of  the  options  they  would  consider. 

Mr.  Skelton.  Thank  you  very  much. 

Chair  Meyers.  Thank  you,  Mr.  Skelton. 

Ms.  Kelly? 

Ms.  Kelly.  Thank  you.  I  want  to  say,  Mr.  Gerber,  I  work  like 
you  do,  and  I  have  worked  the  same  way.  I  am  absolutely  scared 
to  death.  Anybody  in  my  family  business  —  we  will  not  go  bank- 
rupt. We  absolutely  will  pay  back  everything. 

I  think  that,  Ms.  Kirkpatrick,  there  are  people  who  do  agree  with 
you.  I  just  want  to  say  that  most  of  us  who  are  small  business  peo- 
ple are  there  because  we  love  what  we  do,  we  believe  in  ourselves, 
and  we  are  willing  to  put  out  our  blood,  sweat  and  tears  to  make 
sure  that  our  businesses  work.  I  just  feel  that  it  is  really  important 
to  say  that  up  front,  because  that  is  where  I  am  coming  from. 

I  would  like  to  ask  anybody  on  the  panel,  there  are  a  couple  of 
things  that  have  come  out  here  this  morning,  and  that  is,  that  we 
are  moving  away  from  our  ability  in  small  business  to  go  into  a 
bank  and  get  loans;  that  is,  the  ordinary  sector  where  we  used  to 
get  loans.  We  are  moving  out  to  loans  from  nonbank  sources:  Insur- 
ance companies,  broker  houses,  pension  funds,  and  so  on,  venture 
capitalists. 

I  would  like  to  ask  basically  three  separate  questions  about  that. 
What  is  different  about  the  way  these  people  are  willing  to  give  you 
a  loan  when  an  ordinary  bank  would  not?  The  second  question  is: 
What  are  the  problems  and  obstacles  you  have  with  getting  the 
capital  from  these  sources?  Third,  how  can  we  as  Federal  officials 
help  you  have  access  to  that  money?  Because  I  do  not  see  in  the 
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near  future  the  banks  being  out  there  tc  help  us  a  whole  lot  right 
now. 

Mr.  Gerber.  Thank  you.  May  I  take  a  whack  at  that  first?  First 
of  all,  what  is  different?  The  nonbank  banks  —  and  I  have  made 
a  big  issue  of  this  in  the  full  text  that  I  gave  you  —  are  different 
because  they  operate  with  a  different  set  of  regulations. 

Now,  I  do  not  think  the  banks  are  bad,  and  I  do  not  really  want 
to  condemn  or  criticize  banks  and  bankers,  but  the  fact  is  they  are 
not  cutting  it  these  days.  They  are  not  performing  their  function 
in  our  economy.  I  think  in  Connecticut  they  were  driven  there  by 
muscular  regulators  of  whom  they  are  now  scared  to  death,  gim- 
shy,  and  regulator-whipped,  to  be  honest  with  you. 

The  nonbank  banks  do  not  operate  under  the  same  set  of  condi- 
tions. Frankly,  most  of  the  good  old  bankers  that  used  to  exist  in 
the  Connecticut  banks  are  finding  themselves  positions  in  the 
nonbank  banks.  They  are  able  to  make  the  judgments,  they  are 
able  to  make  the  decisions.  To  the  extent  that  they  have  capital, 
they  are  able  to  make  the  loans. 

The  problems  and  obstacles  with  nonbank  banks  are,  with  the 
exception  of  some  like  Merrill  Lynch  and  AT&T  Small  Business 
Credit,  which  are  both  operating  in  Connecticut,  they  have  an  ab- 
sence of  capital  to  invest.  They  do  not  have  sufficient  capacity  to 
take  care  of  all  of  small  business  loans. 

In  cases  like  Merrill-Lynch  and  AT&T,  I  think  the  problem  is 
that  small  businesses  do  not  know  that  they  can  go  and  get  their 
capital  from  them.  I  think  that  I  mentioned  that  we  are  in  a  transi- 
tion period. 

Small  business  will  learn  and  will  learn  quickly  enough,  but  for 
the  next  5  or  10  years  I  think  what  we  could  do  is  help  to  speed 
this  process  along.  Your  third  question  was  how  to  — ?  I  put  down 
how  to,  but  I  do  not  remember.  I  am  sorry. 

Ms.  Kelly.  How  do  you  see  us  giving  you  some  help  on  this? 

Mr.  Gerber.  How  to  give  help?  I  think  from  the  Merrill-Lynches 
and  the  AT&T's,  I  do  not  think  that  you  can.  We  have  to  do  it  our- 
selves amongst  our  associations.  Let  small  business  people  know 
that  they  can  go  these  places  to  get  their  capital  needs  satisfied. 

From  your  standpoint,  I  think  that  you  can  help  to  pass  some  of 
the  White  House  Conference  issues  with  regard  to  bringing  up  cap- 
ital from  pension  funds,  from  401(k)'s,  and  from  other  sources  of 
safe  capital. 

I  think  you  can  help  make  funds  available  to  nonbank  banks 
such  as  small  business  investment  companies  and  —  there  is  an- 
other name?  —  CPC  or  something.  Capital  some  kind  of  company. 
These  companies  are  getting  their  money  from  the  private  sector, 
and  you  can  help  loosen  that  up. 

Ms.  Kirkpatrick.  Could  I  comment  on  what  is  different?  I  am 
giving  my  time  to  a  minority-owned  beauty  school  on  the  north  side 
of  St.  Louis,  which  is  the  most  blighted  area  of  St.  Louis.  She  got 
money  at  20  percent.  It  has  absolutely  ruined  her  because  she  has 
paid  more  interest  than  principal  over  a  period  of  years,  and  can- 
not pay  it. 

One  of  the  differences  is  that  there  are  different  regulations  here 
and  there  are  different  credit  criteria.  For  them  it  is  OK  if  they 
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lose  now  and  then,  because  they  are  already  making  so  much 
money. 

Chair  Meyers.  Did  she  get  money  from  a  nonbank  bank? 

Ms.  KiRKPATRlCK.  From  a  nonbank  bank  at  20  percent.  It  is  kill- 
ing. I  mean,  it  is  not  a  good  source  because  of  that,  so  it  is  different 
all  right. 

Chair  Meyers.  If  others  of  you  would  like  to  comment,  that  is 
fine.  Otherwise,  we  will  go  on  to  Mr.  Poshard? 

[No  response.] 

Chair  Meyers.  Mr.  Poshard? 

Mr.  Poshard.  Thank  you,  Madam  Chairman. 

Just  by  way  of  a  little  anecdotal  experience.  When  I  was  a  kid 
following  my  father  around,  who  owned  a  small  farm,  he  used  to 
go  into  the  community  bank  and  sit  down  and  get  the  character 
loan  for  his  operating  expenses.  He  paid  it  back  in  the  fall.  People 
knew  him. 

Today,  that  same  bank  is  owned  by  a  large  bank  headquartered 
outside  our  State.  The  people  who  work  there  do  not  have  any 
flexibility  for  character  loans,  even  if  we  allowed  it.  That  is  gone 
by  the  wayside  now. 

Most  of  what  people  do  in  terms  of  banking  in  our  small  commu- 
nities anymore  is  send  money  outside  the  area  to  be  invested  in 
God  knows  what  ways  by  large  banking  institutions  who  do  not 
allow  the  personal  relationships  with  people  in  the  community,  to 
any  extent  at  least. 

Ms.  Kirkpatrick,  you  said  something  interesting  which  begs  an- 
other argument.  You  said  it  would  help  if  banks  could  sell  insur- 
ance, mutual  funds,  and  so  on,  so  that  they  could  make  more  profit, 
ostensibly  to  offset  some  of  the  risk  that  they  assume  by  making 
loans  to  small  business  people  or  so  on. 

Do  you  think  we  should  allow  banks  to  do  that,  or  would  they 
actually  use  that  additional  money  for  other  things  that  would  not 
go  back  into  financing  small  business  loans?  Does  anybody  want  to 
comment  on  that? 

Ms.  Kirkpatrick.  Fee  income  is  becoming  more  and  more  a 
source  of  income  for  banks  because  of  the  shrinking  margins  for 
banks.  If  you  have  to  set  up  loan  loss  reserves,  it  is  difficult  to  do 
that.  All  I  am  saying  is  less  regulation,  more  openness  in  terms  of 
what  banks  can  do  for  their  customers  is  a  positive  thing.  The 
banks  that  I  know  want  to  loan  money. 

Mr.  Poshard.  Yes. 

Ms.  Kirkpatrick.  I  mean,  they  really  do.  The  problem  is  we  have 
to  figure  out  some  ways  that  we  can  make  it  work  and  that  we  do 
not  have  a  regulator  looking  over  our  shoulder  saying,  "That  is  a 
bad  loan." 

Mr.  Poshard.  Exactly.  I  have  probably  50  insurance  agents  in 
every  town  who  do  not  want  the  banks  to  get  into  that  business. 
I  am  just  wondering  what  type  of  flexibility  we  have. 

Yes,  Mr.  Dennis? 

Mr.  Dennis.  May  I  make  a  suggestion?  Through  tradition,  most 
small  business  loans,  if  you  look  at  the  numbers,  are  between  1 
and  3  percent  over  prime.  I  mean,  that  is  where  the  huge  majority 
of  those  loans  are.  Why?  What  is  wrong  with  a  little  bit  riskier  loan 
paying  prime  plus  four  or  prime  plus  five.  The  issue  is  availability. 
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The  issue  is  not  price  until  after  availability  has  been  assured.  In 
the  example  of  the  lady  paying  20  percent,  she  could  not  afford  a 
20  percent  loan.  If  the  risk  merited  that  she  pay  20  percent,  then 
a  loan  is  not  a  viable  option.  It  seems  to  me  that  one  of  the  empha- 
sis, one  of  the  things  that  the  banking  community  has  to  start 
thinking  about  is  how  can  they  expand  that  interest  rate  window. 
In  every  business  that  I  am  aware  of,  you  adjust  price  for  risk.  I 
know  that  my  son  started  driving  yesterday,  my  teen-age  son.  Let 
me  assure  you  that  the  insurance  industry  adjusted  price  for  risk. 
The  banks  do  not  do  that.  They  adjust  risk  for  price.  I  am  lost.  In- 
terestingly enough,  it  is  not  just  in  the  United  States.  It  is  in  Can- 
ada, Britain,  Australia,  virtually  everywhere.  It  is  like  a  universal 
trait.  One  of  the  potential  ways  to  make  everybody  happier,  includ- 
ing the  banks  who  will  get  additional  business,  is  to  allow  those 
margins  to  expand.  Allow  the  rates  to  fluctuate  to  a  much  greater 
degree. 

Mr.  PosHARD.  Mr.  Dennis,  I  appreciate  that.  I  agree  with  you, 
actually.  Let  me  just  make  one  further  point  on  this.  By  way  of  dis- 
cussion, I  do  not  expect  you  folks  to  comment  on  it  necessarily,  but 
I  also  represent,  quite  a  part  of  my  district  are  African-American 
communities,  minority  communities,  and  so  on. 

Now,  you  referenced  the  20  percent  rate  in  a  minority-owned 
beauty  shop  in  St.  Louis  County.  If  we  think  it  is  a  real  problem 
to  have  accessibility  to  cash  in  small  businesses,  you  ought  to  see 
what  the  folks  in  tne  minority  communities  have  to  go  through  to 
access  that  same  availability.  It  is  unreal. 

We  all  should  be  dealing  with  this,  because  a  lot  of  these  folks 
do  not  stand  a  ghost  of  a  chance  of  getting  their  own  business 
going.  Now,  we  can  sit  here  and  argue  all  day  about  whether  Gov- 
ernment ought  to  be  doing  something  to  make  that  more  available. 

The  banks  gripe  their  heads  off  about  having  to  divert  any  sub- 
stantial part  of  their  assets  to  loans  in  those  communities.  What 
in  the  world  are  we  going  to  do?  That  is  a  real  problem. 

Small  business  is  85  percent  of  the  jobs  in  this  country.  It  ought 
to  reflect  that  in  our  communities,  irrespective  of  the  economic  con- 
ditions there,  and  it  does  not. 

It  is  10  times  worse  for  people  in  those  areas  to  have  any  kind 
of  accessibility  to  cash,  even  if  they  have  the  best  character  in  the 
world  and  even  if  they  have  nothing  in  their  background  to  suggest 
that  they  cannot  make  the  payments  or  anything  else. 

Madam  Chairman,  it  is  a  real  problem.  I  think  we  all  recognize 
that.  While  we  have  made  allowances  in  the  Small  Business  Ad- 
ministration to  try  to  help,  something  has  to  take  place  in  the 
banking  industry  to  make  that  more  possible.  I  really  believe  that. 
You  will  have  to  adiust  my  time.  Madam  Chairman,  but  you  folks 
are  welcome  to  spealc. 

Mr.  Smith.  Madam  Chair  and  Congressman,  let  me  just  say  that 
in  Cleveland,  we  have  that  same  issue.  COSE,  has  a  very  success- 
ful and  long-term  history  with  our  Small  Business  Development 
Center.  We  have  just  recently  opened  a  new  branch  in  Glenville. 

What  we  are  hoping  to  do  is  work  closely  with  that  community, 
educating  them  about  the  risks  of  entrepreneurship,  helping  them 
become  more  bankable  and  leveraging  our  credibility  to  the  bank- 
ing community  to  help  fix  this  problem. 
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Mr.  PosHARD.  Thank  you. 

Chair  MEYERS.  That  is  an  outstanding  example.  I  am  very  im- 
pressed with  COSE  not  only  in  what  you  have  just  said,  but  in 
what  they  have  done  with  health  insurance. 

Mr.  Gerber? 

Mr.  Gerber.  Madam  Chairman,  I  would  like  to  make  a  few 
points  about  what  Congressman  Poshard  said. 

Without  diverting  this  into  a  debate  on  whether  banks  should 
sell  insurance  or  not,  but  I  think  you  raise  a  very  good  point  about 
what  they  need  the  profits  from  insurance  for.  I  think  they  ought 
to  better  tend  to  their  business. 

I  have  an  article  here  from  "The  Hartford  Current,"  from  Sun- 
day, and  the  title  is,  "Banks'  interest  in  customers  dips  as  banks 
rack  up  profits."  The  point  of  this  is  that  the  banks  are  making  a 
great  deal  of  money  now  with  their  reduced  staffs  and  with  their 
reduced  amount  of  loans  to  the  small  business,  so  that  I  cannot  go 
along  with  what  I  heard  about  banks  having  such  tough  times. 

The  other  point,  the  second  point,  is  an  article  from  "The  New 
Haven  Register,"  pertaining  to  nonbank  banks.  There  is  a  state- 
ment in  here  that  says  that  loans  from  nonbank  bank  are  tradition- 
ally smaller  or  lower  in  costs  than  they  are  from  banks.  That  is  one 
of  the  things  that  they  have  the  bring  to  the  table.  I  will  be  happy 
to  make  these  things  available  to  the  Committee. 

The  third  thing  is  with  regard  to  20  percent  interest  rates,  I 
would  like  to  tell  you  that  in  my  own  history  back  in  the  early 
eighties  when  interest  rates,  when  the  prime  rate,  was  in  excess 
of  18  percent,  that  Prototype  bought  a  state-of-the-art  $500,000 
CAD/CAM  system.  We  financed  this  with  10  percent  investment 
tax  credit,  which  put  $50,000  cash  in,  we  got  a  5  percent  reduction 
in  interest  rate  because  of  safe  harbors  loans,  and  prior  to  that  we 
had  bought  a  brand  new  building  that  we  financed  with  industrial 
revenue  bonds  that  got  the  interest  rate  down  to  60  percent  of 
what  was  being  charged  or  whatever  in  those  days.  Those  pro- 
grams are  all  gone. 

Certainly,  you  can  encourage  those  kinds  of  loans  to  be  made 
with  Federal  tax  policy.  I  repaid  the  loan  on  my  CAD/CAM  because 
it  was  a  good  investment,  although  it  was  an  interesting  one,  bor- 
rowing twice  mv  net  worth  on  a  piece  of  equipment  that  was  not 
worth  half  of  what  I  paid  for  it  on  the  day  that  I  moved  it  in,  be- 
cause there  was  no  market  for  a  state-of-the-art  CAD/CAM  system. 
It  helped  us  to  survive. 

The  final  point  I  will  make  in  regard  to  your  last  point  pertain- 
ing to  loans  for  the  minority  community.  The  White  House  Con- 
ference called  for  some  speedy  action  on  enforcing  CRA,  which  is 
"Community  Reinvestment  Act." 

I  think  the  House  of  Representatives  has  already  passed  some 
legislation.  I  do  not  know  whether  it  has  been  enacted  into  law  or 
not.  I  think  by  encouraging  the  banks  who  invest  in  core  central 
cities  by  making  that  a  part  of  how  they  are  being  judged,  I  think 
you  can  loosen  up  some  additional  monies  for  the  minority  commu- 
nity. 

I  certainly  agree  with  you  that  the  funds  available  for  startups 
are,  as  I  said,  virtually  nonexistent.  I  will  make  the  additional 
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point  that  I  need  to  separate  myself  from  other  small  business  peo- 
ple I  am  in  manufacturing. 

Today,  to  buy  the  first  machine  that  you  need  to  startup  a  small 
machine  shop  is  likely  to  cost  you  $100,000  or  $150,000.  This  you 
are  not  going  to  finance  out  of  your  MasterCard  or  your  Visa.  You 
need  to  have  the  banks  or  somebody  there  who  is  going  to  lend  you 
that  money  without  having  to  come  up  with  a  50  percent  or  80  per- 
cent on  those  machines. 

Chair  Meyers.  Thank  you. 

Ms.  KiRKPATRiCK.  Could  I  make  just  a  real  quick  comment.  After 
1986  the  redevelopment  in  the  areas  when  there  was  no  tax  credits 
available  in  the  area  of  the  North  St.  Louis  community  stopped.  I 
think  that  CRA  is  an  enforcement  process,  and  I  have  served  on 
a  CRA  Committee. 

What  I  think  really  happens  there  is  that,  number  one,  you  have 
to  regulate  it;  you  have  to  examine  for  it;  you  have  to  spend  a  lot 
of  money  enforcing  it.  Number  two,  the  banks  then  have  to  turn 
around  and  spend  a  lot  of  money  documenting,  it  ends  up. 

In  my  estimation,  I  saw  a  lot  more  documentation  and  regula- 
tions activity  than  I  saw  actual  lending  activity.  I  believe  incen- 
tives are  the  answer.  I  believe  that  if  a  person  wants  to  invest  in 
North  St.  Louis  —  like  one  of  my  clients  whose  loan  I  guaranteed, 
whose  loan  I  am  now  paying  —  if  they  want  to  invest  in  repairing 
and  rehabbing  a  building,  why  in  the  world  would  not  the  city  of 
St.  Louis  want  to  find  some  kind  of  tax  incentives? 

That  person  is  going  to  turn  around  and  pay  taxes  that  are 
worth  much  more.  I  think  part  of  the  answer  is  obviously  tax  in- 
centives. It  is  not  more  regulation  —  it  is  absolutely  not  more  regu- 
lation. 

Chair  MEYERS.  Thank  you  very  much. 

Mr.  Chrysler? 

Mr.  Chrysler.  Thank  you,  Madam  Chairman. 

Being  only  one  of  four  people  in  the  Congress  with  a  manufactur- 
ing background,  this  is  a  subject  that  is  near  and  dear  to  my  heart 
certainly.  Loans  that  banks  make  in  the  beginning  certainly  are 
the  way  that  banks  make  their  money.  That  is  when  you  are  bor- 
rowing most  of  the  money,  that  is  when  you  are  paying  most  of  the 
interest. 

Five,  7,  or  10  years  into  your  business,  you  are  pretty  much 
working  on  your  own  working  capital.  I  think  it  is  a  great  place  for 
banks  to  be  and  be  into  a  business  early,  because  that  is  where 
they  are  going  to  make  most  of  their  money. 

I  guess  I  would  ask  the  question:  Will  the  banks  ever  get  into 
the  business  again  of  making  business  loans  as  they  used  to  as 
long  as  the  Grovernment  is  in  this  business?  With  things  like  loan 
guarantees  and  things  like  that,  they  just  kind  of  take  the  banks 
off  the  hook  for  these  kinds  of  loans  and  put  the  Government  on 
the  hook  for  them. 

Will  the  banks  ever  really  step  up  to  the  plate  again  as  long  as 
they  know  they  can  kind  of  get  Uncle  Sam  to  be  on  the  hook  for 
these  things? 

Chair  Meyers,  Mr.  Gerber,  and  then  I  think  Mr.  Dennis  wants 
to  comment  also. 
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Mr.  Gerber.  Personally,  I  think  that  the  banks  can  come  back 
in.  I  think  what  we  have  learned  in  Connecticut  is  that  excessive 
regulation  can  drive  them  out,  but  I  do  not  think  they  are  either 
stupid  or  incapable  of  knowing  what  their  business  is. 

I  think,  as  somebody  has  already  said,  that  they  have  been  driv- 
en out  by  regulation.  I  think  that  in  time  they  will  come  back  and 
provide  some  expression  of  the  total  capitalization  of  small  busi- 
ness. However,  they  will  have  had  to  make  room  for  some  other 
nonbank  banks,  and  that  sector  will  also  have  a  part  of  the  final 
lending  picture. 

As  far  as  whether  Grovernment  competes  with  banks,  I  can  re- 
member the  times  when  bankers  would  say,  "Well,  we  could  get 
this  thing  guaranteed  by  the  SBA,  but  it  is  so  much  trouble,  let  us 
not  bother."  They  coexisted  with  Grovernment  guarantees  back  in 
those  days. 

I  think  that  small  business  people  would  probably  prefer  not  to 
have  the  red  tape  and  the  extra  oversight  of  a  Grovernment  guaran- 
tee, if  they  could  get  it.  These  days  you  cannot  get  it,  so  everybody 
is  using  the  SBA,  which  is  proper. 

They  were  set  up  originally  back  in  the  fifties  in  order  to  provide 
capital  to  a  sector  of  the  economy  which  was  first  being  recognized 
as  unique  and  which  was  underfunded.  They  are  performing  their 
function  when  they  get  more  and  more  business. 

Mr.  Dennis.  One  phrase  we  have  not  used  today  is  "savings  and 
loan  crisis."  Because  of  that  I  think  things  will  never  be  the  same. 
It  clearly  had  a  major  impact  on  the  way  we  do  things  in  this  coun- 
try, and  should  have.  That  is  the  first  remark  I  will  make.  Second, 
you  asked  the  $64,000  question  with  regard  to  SBA  lending.  I  have 
noticed  among  our  population  that  bankers  are  much  more  enthu- 
siastic about  SBA  guarantees  than  are  business  owners. 

Chair  Meyers.  I  beg  your  pardon,  could  you  repeat  that,  please? 

Mr.  Dennis.  Yes.  Bankers  are  much  more  enthusiastic  about 
SBA  guarantees  than  are  business  owners.  Now,  I  am  not  sure 
what  to  make  of  that.  I  mean,  are  we  sitting  in  a  situation  where 
the  banks  are  saying,  "I  cannot  make  the  loan  unless,"  and  the 
business  owner  does  not  see  that?  Or  is  it  just  a  very,  very  profit- 
able opportunity  for  banks  which  say,  "Hey,  I  cannot  turn  that 
down"?  Or  are  we  using  guarantees  to  perhaps  lower  interest  rates 
for  the  borrower,  and  is  that  the  purpose  of  it? 

There  are  a  lot  of  very  reasonable  questions  that  need  to  be  ad- 
dressed. As  I  mentioned  earlier  in  my  testimony,  there  are  clearly 
gaps  that  need  to  be  filled,  and  that  is  the  other  issue.  Are  the  SBA 
programs  or  SBA  loans  filling  those  gaps,  or  are  they  going  to  gen- 
eral areas  where  credit  might  otherwise  be  available?  I  do  not  have 
any  answers  for  you. 

Mr.  Chrysler.  I  have  been  putting  together  a  small  business  bill 
of  rights  and  obviously  this  is  number  one  on  the  agenda  there.  I 
guess  my  question  is:  What  can  Congress  do  to  get  out  of  the  way? 
How  do  we  solve  the  number  one  problem  in  prohibiting  small 
businesses  from  startup  or  expansion?  What  suggestions  do  you 
have  for  me? 

Ms.  KiRKPATRiCK.  Certainly,  one  of  the  things  is  to  privatize  the 
SBIC  and  allow  them  to  securitize  small  loans.  I  mean,  all  of  us 
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understand  the  balancing  the  risk  in  a  portfoHo,  so  that  would 
allow  that  to  be  done.  What  that  means  is  that  is  now  private. 

Chair  Meyers.  May  I  ask  a  question,  just  to  clarify  my  own 
thinking? 

Ms.  KmKPATRiCK.  Sure. 

Chair  Meyers.  Right  now,  the  SBA  stands  in  back  of  an  SBIC 
loan.  You  are  saying  that  we  should  make  a  GSE  out  of  it,  where 
we  would  stand  in  back  of  an  SBIC  loan.  What  is  the  difference? 

Ms.  KiRKPATRlCK.  Well,  I  think  the  difference  is  in  encouraging 
private  investors  to  invest  their  money  in  it  as  well,  so  that  there 
is  more  capital  available.  Maybe  it  is  a  matter  of  expanding  capital 
more  than  it  is  changing  the  structure. 

I  mean,  NAWBO  looked  at  establishing  an  SBIC  for  our  mem- 
bers, and  it  is  just  too  much  red  tape.  It  is  just  too  complicated. 
If  we  could  get  private  funds  to  support  a  kind  of  capital  formation 
and  allow  other  people  to  invest,  I  would  invest  in  that  kind  of 
fund.  As  it  is,  I  personally  have  invested  in  helping  people  get 
money.  I  have  also  lost  a  lot  of  money  that  way. 

I  think  that  being  able  to  invest  a  certain  amount  of  money  in 
a  fund  that  would  loan  to  small  businesses,  and  also  it  would  be 
a  lower  amount.  The  SBIC's  that  I  know  in  St.  Louis  do  not  make 
anything  under  a  $1  million  loan,  so  that  would  be  a  difference  as 
well. 

Chair  MEYERS.  That  is  interesting. 

Mr.  Chrysler.  Would  you  think  on  the  LowDoc  end  of  this?  I 
think  the  LowDoc  is  $100,000  loan.  In  the  manufacturing  industry, 
you  do  not  get  much  for  $100,000. 

Ms.  Kirkpatrick.  Right. 

Mr.  Chrysler.  Do  you  think  expanding  the  LowDoc  Program  to, 
say,  $1  million  rather  than  $100,000  —  maybe  $500,000?  I  am 
thmking  once  you  are  on  the  hook  for  $100,000,  if  you  are  in  that 
category,  that  is  all  you  need,  I  mean,  another 

Ms.  Kirkpatrick.  A  lot  of  service  industries  —  see,  a  lot  of 
women-owned  businesses  are  in  the  service  industries,  and  there  is 
not  a  lot  of  capital.  I  understand  because  I  am  on  the  board  of  a 
steel  manufacturing  company,  so  I  understand  the  difference  in  the 
capital  needs. 

The  LowDoc  loan  really  met  a  need  that  was  not  being  met  be- 
cause it  was  a  smaller  amount  of  money.  Banks  do  not  want  to 
make  those  small  loans,  because  it  costs  as  much  to  make  a 
$50,000  loan  as  it  does  a  $500,000  loan.  It  may  not  be  as  risky,  but 
it  costs  as  much  to  actually  do  all  the  transaction  process. 

Mr.  Chrysler.  It  simplifies  the  paperwork,  obviously,  the 
LowDoc. 

Ms.  Kirkpatrick.  The  LowDoc  did  simplify,  right.  It  was  a  great 
program. 

Mr.  Chrysler.  Why  would  you  not  want  to  do  that  for,  say,  a 
$500,000  or  even  a  $1  million  loan,  simplify  the  paperwork,  be- 
cause obviously  if  you  have  got  enough  information  on  two  sides  of 
one  page  to  loan  somebody  $100,000,  you  ought  to  have  enough  in- 
formation there  to  loan  them  $1  million. 

Ms.  Kirkpatrick.  Well,  I  think  that  is  possible.  However,  I 
would  not  want  to  eliminate  the  possibility  of  the  smaller  loan. 
That  was  my  point. 
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Mr.  Chrysler.  No.  I  would  not  want  to,  either.  I  am  not  saying 
eliminate  that.  I  am  just  saying  that  the  number  should  be  in- 
creased, so  that  we  could  do  a  little  bit  more. 

Ms.  KiRKPATRiCK.  In  our  area,  the  LowDoc  Program  was  ex- 
tremely helpful,  and  was  used  to  a  great  extent. 

Mr.  Chrysler.  I  guess  the  other  thing  is,  how  do  we  create  com- 
petition to  banks  to  fill  these  capital  pool  needs?  I  know  certainly 
balancing  this  budget,  bringing  the  interest  rates  down  is  going  to 
be  a  big  help  to  make  everything  less  expensive  from  cars  to  busi- 
ness expansion  to  student  loans,  et  cetera. 

I  think  as  we  move  toward  a  balanced  budget  and  then  start  to 
eliminate  the  debt,  I  think  we  leave  the  banks  in  a  very  precarious 
position.  All  of  a  sudden  they  have  $5  trillion  that  they  do  not  have 
their  number  one  best  customer  to  loan  it  to  anymore,  and  they 
have  got  to  find  other  customers. 

I  think  that  is  what  presents  us  with  the  opportunity  at  least  of 
saying,  "Okay,  Mr.  Banker,  what  are  you  going  to  do  with  the  $5 
trillion?  Here  are  some  people  who  are  out  there  that  need  it."  We 
have  got  to  find  ways  to  make  that  transition  and  to  make  that 
available. 

Ms.  KiRKPATRlCK.  Well,  if,  for  example,  a  Vicky  Mae  or  an  SBIC 
privatize  would  be  made  available  to  banks  to  put  a  few  million 
into  maybe  income  tax  fi-ee  or  something,  I  think  they  would  do 
that. 

Mr.  Dennis.  First  of  all,  you  have  a  number  of  new  competitors 
in  the  market,  and  you  do  not  want  to  injure  them.  I  mean,  we  do 
not  want  to  be  in  a  situation  where  we  are  going  to  try  to  do  some- 
thing to  make  it  more  flexible  for  banks,  then  turn  around  and  in- 
jure leasing  companies,  financing  companies,  and  that  sort  of  thing. 

I  mean,  it  is  very  important  to  recognize  these  new  institutions 
are  lenders  and  are  providing  enormous  sources  of  capital  right 
now  and  are  a  major  competitor  for  banks.  In  a  good  sense,  they 
are  making  banks  really  look  at  the  small  business  market. 

Mr.  Chrysler.  Is  there  anything  we  can  do  to  help  that? 

Mr.  Dennis.  Well,  no,  I  do  not  think  there  is  anything  you  can 
do  right  now  to  help  it.  I  think  you  can  equalize  the  rules  between 
them  to  a  greater  extent.  If  you  are  going  to  do  that,  make  sure 
that  you  the  rules  of  the  banks  more  toward  the  finance  companies 
and  those  types  of  institutions  rather  than  the  other  way  around. 
I  mean,  you  can  do  that. 

Mr.  Chrysler.  Well,  one  of  the  things  just  in  that  area.  Seventy- 
five  percent  of  the  money  in  this  country  now  in  lending  institu- 
tions are  in  something  other  than  banks;  25  percent  is  only  in 
banks. 

Of  course,  we  have  40,000  regulators  on  banks,  which  goes  back 
to  the  issue  of  the  overregulated  industry,  and  we  have  600  regu- 
lators on  the  other  75  percent  of  the  dollars.  The  reason  for  that 
is  because  we,  as  a  Grovernment,  have  this  thing  called  FDIC;  we 
guarantee  loans.  We  say  as  long  as  we  are  going  to  guarantee 

Chair  Meyers.  We  guarantee  deposits. 

Mr.  Chrysler.  We  guarantee  deposits.  As  long  as  we  are  going 
to  guarantee  the  deposits,  then  the  Grovernment  is  saying,  "Well, 
then  we  have  got  to  have  these  40,000  regulators  in  there  looking 
over  this  money." 
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If  we  just  privatize  the  FDIC  and  said,  let  them  go  out  and  buy 
insurance  to  cover  their  deposits  —  quite  frankly,  I  think  you  need 
to  insure  loans  more  than  you  need  to  insure  deposits  —  but  if  they 
want  the  little  old  lady  that  has  got  some  money,  her  last  $20,000 
or  the  like,  if  she  wants  it  insured,  she  ought  to  be  able  to  buy  pri- 
vate insurance  and  insure  it. 

It  would  be  cheaper.  We  could  get  rid  of  maybe  39,400  regulators 
in  the  banking  industry,  and  maybe  we  could  free  up  this  industry 
to  make  the  kinds  of  loans  that  we  are  talking  about  here  today. 

Chair  Meyers.  Thank  you,  Mr.  Chrysler. 

Mr.  Flake? 

Mr.  Flake.  Thank  you  very  much.  Madam  Chairman,  I  think 
this  is  a  very  worthwhile  hearing  that  you  are  holding  today,  as  a 
member  both  of  Small  Business  and  the  Banking  Committee. 

I  think  it  is  more  interesting  because  we  have  struggled,  over 
this  last  10  years  of  my  being  on  the  Banking  Committee,  with 
some  of  these  issues,  some  of  them  having  to  do  with,  perhaps,  re- 
peal of  Glass-Steagle  and  having  lived  through  the  whole  FIRREA 
adjustments  and  actually  doing  some  portions  of  that  legislation. 

There  is  a  reality  that  we  do  have  a  major  problem  in  terms  of 
just  banks  are  making  money.  There  is  no  doubt  about  it.  The 
question  is:  How  do  you  get  that  money  into  the  hands  of  the  peo- 
ple who  need  it  the  most?  I  think  it  is  most  needed  in  the  small 
business  sector. 

Our  level  of  competitiveness  can  not  be  really  what  it  ought  be 
with  other  companies  around  the  world  simply  because  of  the  fact 
that  it  is  cheaper  to  produce  and  to  manufacture  there. 

A  lot  of  it  really  has  to  do  with  the  fact  that  we  are  not  doing 
as  good  a  job  as  we  should  in  terms  of  making  loans  available  in 
many  underserved  places. 

I  had  a  discussion  with  the  Speaker  of  the  House,  Newt  Ging- 
rich. One  of  the  things  we  talked  about  was  the  fact  that  if  you  are 
going  to  talk  about  building  the  America  that  everybody  dreams 
about,  you  cannot  do  that  and  leave  behind  a  certain  amount  of  the 
major  communities  of  this  country. 

I  mean,  America's  strength  lies  in  its  urban  communities,  which, 
for  the  most  part,  are  blighted,  and  do  not  have  access  to  capital, 
nor  do  they  have  the  means  to  rebuild. 

I  think  all  of  us  really  have  to  be  very  clear  that  Government 
still  has  a  role.  The  question  is,  How  much  of  a  role?  I  think  all 
of  us  would  agree  that  we  do  not  want  overregulation,  but  I  think 
we  all  agree  that  SBA  represents  the  best  hope  for  the  moment  of 
getting  money  into  a  lot  of  entities,  and  that  is  not  just  African- 
American  or  female  but  the  entire  small  business  industry. 

The  banks  have  an  idea  that  they  would  rather  take  the  risk 
knowing  that  they  have  a  guarantee  than  not  take  the  risk  at  all. 

That  may  be  part  of  the  answer  to  your  question,  Mr.  Dennis.  I 
do  not  think  they  lower  the  interest  rates.  I  honestly  believe  there 
is  a  longer  timetable  because  they  are  waiting  for  SBA  to  make  its 
approvals.  That  has  gotten  to  be  more  difficult  over  the  last  year 
or  so. 

I  think  the  bottom  line  for  them  is,  "If  I  am  going  to  make  this 
loan  that  I  have,  can  make  sure  that  I  am  able  to  justify  the 
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amount  of  loans  in  this  portfolio  to  my  stockholders,  and  SBA  gives 
me  an  opportunity  to  provide  that  kind  of  guarantee." 

I  think  LowDocking  obviously  is  a  two-edged  sword.  It  has  its 
pluses  and  it  has  its  minuses.  In  some  places  where  banks  over  did 
it,  they  took  a  major  beating,  which  was  part  of  the  problem  we 
faced  in  the  S&L  crisis. 

I  think  that  the  question  that  I  ask  really  is,  what  is  in  our  best 
interest?  To  follow  up  Mr.  Chrysler's  question,  what  do  you  think 
best  meets  the  needs  of  the  small  business  community,  while  at  the 
same  time  addresses  the  major  concern  of  the  banking  community, 
particularly  in  light  of  the  fact  that  what  FIRREA  did  was  move 
a  major  player  in  the  small  business  sector? 

What  FIRREA  did  was  restrict  the  amount  of  money  available 
for  loans  through  the  S&L's  which,  for  the  most  part,  are  the  insti- 
tutions that  are  still  located  in  the  communities  where  commercial 
banks  have  left. 

They  were  making  the  kinds  of  loans  that  are  not  being  made  in 
many  instances  now  because  we  do  not  want  to  put  them  at  risk 
again.  That  obviously  will  not  reverse  itself.  It  is  not  politically  pal- 
atable for  those  of  us  who  served  on  the  Committee.  The  reality  is 
we  have  got  to  find  a  way. 

The  nonbank  banks  are  moving  in:  GCC,  General  Electric,  Bene- 
ficial, Household.  All  of  them  are  there,  and  they  are  working  over- 
time. As  a  matter  of  fact,  they  do  not  shut  their  offices  at  3  in  the 
afternoon. 

When  I  spoke  to  a  banker  group  down  in  West  Virginia,  I  said, 
"One  of  the  problems  is  you  have  got  to  get  off  the  platform,  get 
out  in  the  community,  and  find  ways  the  make  the  loans."  These 
guys  are  out  there.  I  closed  my  mortgage  loan  at  9  p.m.,  at  my  din- 
ner table  with  General  Motors  Acceptance.  I  mean,  everybody  is 
doing  it  differently. 

The  question  becomes,  how  do  we  best  fill  that  need,  while  at  the 
same  time  providing  protection  and  guarantees  that  the  Govern- 
ment and  that  the  banks  need,  and  at  the  same  time  protecting  the 
U.S.  taxpayer  with  the  assurance  that  if  we  do  not  build  this  sec- 
tor, we  are  going  to  continue  to  lose  our  competitiveness?  Anybody 
can  take  it  on.  I  do  not  know  whether  it  is  a  question  or  a  com- 
ment. 

Chair  Meyers.  Well,  Mr.  Gerber,  do  you  want  to  start? 

Mr.  Gerber.  I  do  not  mean  to  dominate  the  answers,  but  I  am 
just  so  thoroughly  prepared  on  this. 

Mr.  Flake.  Well,  answer,  that  is  okay. 

Mr.  Gerber.  Thank  you  for  opening  that  door,  Congressman 
Flake.  With  regard  to  competitiveness,  I  want  to  make  the  point 
that  in  the  last  10  years,  American  manufacturing  has  become  the 
best  in  the  world.  We  are  the  most  productive,  the  lowest  cost  pro- 
ducer, and  producing  the  highest  quality  products  in  the  world. 
This  is  a  distinct  change  in  a  15-year  period. 

I  would  like  to  also  make  the  point,  in  agreement  with  what  you 
said,  that  the  percentage  of  loans  that  banks  have  out  for  small 
businesses  —  I  have  two  documents  here,  one  says  that  10  percent 
of  banking  portfolios  are  loaned  out  to  small  business,  the  other 
one  says  20  percent.  In  either  case,  it  is  far  too  little  a  portion  of 
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their  total  loan  portfolios  to  provide  to  a  sector  that  is  45  or  50  per- 
cent of  the  gross  domestic  product. 

Why  do  the  banks  like  SBA?  This  is  one  of  the  places  where  you 
can  learn  something  about  the  situation  by  studying  a  desperate 
place  like  Connecticut.  The  banks  like  the  SBA  because,  first  of  all, 
when  there  is  a  guarantee  of  the  loan,  that  loan  no  longer  can  be 
held  against  their  cash  reserves.  It  is  a  guaranteed  cash  reserve, 
and  the  bank  is  not  going  to  get  into  trouble  with  the  regulators. 

They  also  bundle  SBA  loans  and  sell  them  in  a  secondary  mar- 
ket. They  get  their  cash  back  in.  They  make  a  small  percentage  of 
what  they  have  sold,  and  they  have  got  the  money  to  use  over 
again.  They  have  their  cake,  and  they  are  able  to  eat  it  too.  It  is 
a  very  good  deal  for  the  banks.  They  should  like  SBA  loan  guaran- 
tees. 

To  answer  your  question  about  what  best  meets  the  needs  of  the 
small  business  community  with  regard  to  getting  the  banks  to  loos- 
en up  and  to  perform  their  function  in  our  economy,  I  think  it  is 
a  relatively  simply  answer  that  is  probably  hard  to  implement;  and 
that  is,  get  the  regulators  off  the  backs  of  the  banks.  They  are  not 
stupid.  They  are  not  unwilling  to  do  it. 

They  did  their  thing  back  in  the  eighties.  Maybe  a  little  too  ag- 
gressively, but  Congress  was  partially  responsible  for  that,  for 
going  from  $40,000  to  $100,000  guarantee  and  then  deregulating 
the  banks  at  the  same  time.  Yes,  you  got  some  very  aggressive  ac- 
tions on  there. 

Chair  Meyers.  Would  the  gentleman  yield? 

Mr.  Flake.  Yes,  Madam  Chair. 

Chair  Meyers.  I  would  like  to  pursue  that  for  just  a  minute. 
When  we  talk  about  the  regulators,  I  guess  we  are  really  talking 
about  Congress,  are  we  not? 

Mr.  Gerber.  No.  There  are  two.  Madam  Chairman,  one  is  ad- 
ministrative and  one  is  congressional. 

Chair  Meyers.  All  right.  But  the  bank  reserve  requirements,  for 
instance,  those  are  congressional?  Those  are  in  law,  are  they  not? 

Mr.  Gerber.  Yes. 

Chair  Meyers.  Then  the  regulations  that  impose  classification 
requirements  —  what  is  a  "performing  loan,"  what  is  a 
"nonperforming  loan"  —  are  they  in  the  law  or  is  that  administra- 
tive? 

.  Ms.   KiRKPATRiCK.   Well,   it  is   even   more  complicated  because 
there  is  State  chartered  and  nationally  chartered  banks. 

Chair  Meyers.  Sure. 

Ms.  KiRKPATRiCK.  In  some  instances,  where  the  FDIC  is  obvi- 
ously examining  banks  that  are  State  chartered,  they  are  less 
strict,  in  some  instances,  than  State  regulators.  There  is  not  very 
much  consistency  here. 

There  is  a  dual  system:  There  is  the  Federal  Reserve  that  comes 
in  and  examines  holding  companies  and  there  is  FDIC  and  then 
there  are  State  regulators.  That  is  what  makes  it  so  difficult  and 
so  complicated.  In  some  instances,  you  follow  the  advice,  seriously, 
of  the  FDIC  and  they  tell  you  what  to  do,  then  the  State  examiners 
come  in  and  do  something  different. 

Mr.  Flake.  Layers  of  revenue. 
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Chair  Meyers.  The  point  I  was  trying  to  get  at  is  the  third  thing, 
the  usury  laws,  which  prevent  you  from  exceeding  certain  interest 
amounts. 

Ms.  KiRKPATRiCK.  Yes.  For  individual. 

Chair  Meyers.  That  is  usually  set  by  the  State,  is  it  not? 

Ms.  KiRKPATRiCK.  Yes. 

Chair  Meyers.  For  both  Federal  and  State  banks?  I  mean,  the 
usury  laws  are  set  in  State  legislatures. 

Mr.  Dennis.  In  Arkansas,  they  are  in  the  Constitution. 

Chair  Meyers.  That  is  interesting.  A  little  harder  to  change  that 

one. 

Chair  Meyers.  I  guess  my  question  is:  When  we  start  talking 
about  the  regulations,  which  are  too  tight,  which  do  not  allow 
banks  to  make  loans,  are  we  talking  about  easing  the  reserve  re- 
quirements? 

Do  we  want  to  ease  those  classification  requirements  as  to  what 
is  a  good  and  what  is  a  bad  loan?  Do  we  want  to  supersede  the 
States  and  change  those  interest  rates? 

I  hear  all  the  time  about  the  regulatory  climate  in  banks,  and 
that  that  is  responsible.  I  have  never  asked  the  question,  what  do 
you  want  to  change?  Maybe  if  you  do  not  mind,  and  then  we  will 
go  back  to  your  questions. 

Mr.  Flake.  Yes.  If  you  will  yield  back?  One  of  the  things,  from 
the  Banking  Committee  is  that  interest  is  not  a  primary  issue  here. 
The  issue  becomes  the  layers  of  regulators  with  different  interpre- 
tations of  the  law. 

What  my  impression  is,  is  that  you  have  a  case  where  State  reg- 
ulators could  require  one  thing.  Federal  regulators  can  require  an- 
other thing.  You  are  not  always  just  dealing  with  FDIC.  There  are 
other  times  you  have  the  overlap  with  thrift  supervision,  and  you 
have  all  of  the  others  as  well. 

I  mean,  really  what  happens,  nobody  wants  to  give  over  full  re- 
sponsibility to  any  other  entity.  The  Fed  is  saying  one  thing,  the 
FDIC  is  saying  another  thing,  OCC  is  saying  another  thing,  Office 
of  Thrift  Supervision  is  saying  another  thing. 

All  of  that,  in  many  ways,  compounded  by  the  fact  that  the  State 
regulator  may  be  saying  something  altogether  different.  Depending 
upon  the  role  of  the  bank  and  what  functions  it  is  performing,  you 
can  actually  have  three  or  four  different  regulating  bodies  saying 
three  or  four  different  things.  I  may  be  wrong,  but  I  think  most 
people  would  agree. 

Ms.  KiRKPATRiCK.  That  is  absolutely  right. 

Chair  Meyers.  That  is  very  strange. 

Mr.  Flake.  It  is. 

Chair  Meyers.  Very  strange. 

Mr.  Flake.  I  may  say  this  because  I  was  on  the  Committee  to 
redesign  with  Doug  Barnard,  when  he  was  a  Mernber  of  Congress 
here,  we  were  going  to  restructure  the  whole  banking  industry,  try 
to  come  under  one  regulator.  That  was  8  years  ago.  We  did  the 
same  thing  2  years  ago. 

The  reality  is  there  is  not  a  will  on  the  part,  particularly  of  the 
Fed,  to  be  a  participant  in  that  kind  of  restructuring  and  that  kind 
of  change.  As  strange  as  it  is,  you  are  dealing  with  four  elephants, 
all  of  whom  think  that  they  have  a  right  to  do  what  they  are  doing. 
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Chair  Meyers.  Well,  at  least  they  are  elephants. 

Mr.  Flake.  Yes.  That  is  why  it  is  messed  up. 

Ms.  KiRKPATRlCK.  Could  I  make  a  kind  of  a  constructive  com- 
ment? 

When  the  OCC  came  up  with  the  concept  of  a  basket  of  loans, 
these  loans  could  be  made  to  small  businesses  and  they  would  be 
character  loans  and  they  would  not  require  all  of  the  documenta- 
tion and  all  of  the  collateralization.  I  mean,  if  you  see  a  loan  file, 
you  see  something  this  [indicating]  thick;  you  do  not  see  something 
this  thick. 

The  "basket  of  loans,"  by  definition  was  that  these  loans  would 
be  a  basket,  and  the  bank  would  say,  "We  are  going  to  have  this 
basket  of  small  loans."  Most  of  them  were  small  business  loans. 
The  problem  with  it  was  that  it  was  based  on  the  asset  size  of  the 
bank,  so  that  for  some  banks  it  would  have  been  one  loan  in  the 
basket. 

I  mean,  the  concept  was  of  taking  this  groups  of  loans  that  could 
be  called  "character  loans"  and  putting  them  in  a  basket,  and  those 
could  be  looked  at  as  a  whole.  However,  the  amount  of  that  basket 
was  restricted  so  severely  that  it  had  no  meaning  at  all.  It  abso- 
lutely had  no  meaning. 

The  concept  is  still  a  good  concept.  They  would  continue  to  look 
at  big  loans.  Banks  need  regulators  to  look  at  big  loans  because  you 
need  the  make  sure  that  you  do  not  have  inside  people  who  are  try- 
ing to  —  fraud  was  one  of  the  issues  in  savings  and  loans;  it  was 
not  just  making  bad  loans. 

Mr.  Flake.  Absolutely. 

Ms.  KiRKPATRiCK.  You  need  them.  You  need  to  be  able  to  take 
a  group  of  loans  in  the  community  where  your  bank  is  involved. 
They  could  be  character  loans.  They  could  be  in  the  part  of  town 
that  needs  redevelopment.  They  could  be  a  lot  of  things,  but  they 
would  not  be  looked  at  individually  and  scrutinized  and  classified 
as  bad  loans.  If  you  are  a  publicly  held  bank  and  you  have  ended 
up  in  the  newspaper  with  a  bunch  of  criticized  bad  loans,  you  are 
in  a  heap  of  trouble. 

Chair  Meyers.  I  understand. 

Mr.  Smith? 

Mr.  Smith.  Madam  Chair,  I  started  my  testimony  by  talking 
about  the  New  England  experience  in  the  late  1980's.  I  knew  that 
very  well  because  we  were  an  investor  in  the  Bank  of  New  England 
on  behalf  of  our  clients. 

Our  understanding  of  the  situation  there  is  the  regulators  at  the 
administration  level  changed  the  rules  of  what  was  a 
nonperforming  loan  midstream;  that  created  shock  waves  through- 
out the  country.  All  banks  when  the  auditors  were  coming  were 
communicating  very  aggressively  about  what  the  documentation 
that  was  now  necessary  to  satisfy  the  regulators. 

As  a  result  of  that,  there  was  a  culture  of  iust  more  and  more 
regulation  and  more  and  more  documentation  by  the  banks.  When 
you  ask  banks  to  make  character  loans,  generally  speaking,  for  a 
small  business  loan  officer,  it  is  a  career-threatening  decision.  It 
just  is  a  very  frustrating  situation. 

Chair  Meyers.  Mr.  Gierber? 
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Mr.  Gerber.  Much  of  what  she  said  is  true.  The  regulations  may 
be  in  law,  may  even  be  constitutional,  but  the  fact  is  how  you  get 
to  the  point  of  making  a  classified  loan  is  still  a  function  of  the 
practice. 

For  example,  why  should  a  loan  which  is  current,  which  has  been 
paid  down  on  a  steady  basis  from  a  company  that  has  a  continuing 
business  get  classified  because  the  local  real  estate  market  has 
dropped  the  value  of  the  real  estate  below  what  the  regulators  and 
what  the  bank  wants  to  secure  the  loan?  It  is  current.  The  cashflow 
is  there. 

I  do  not  think  that  kind  of  thing  exists  anymore  that  says  you 
must  classify  a  loan  because  the  value  of  the  real  estate  nas 
dropped.  That  is  a  bureaucratic  thing. 

I  have  an  article  here  from  an  economist  named  Elliott  Janeway 
that  I  would  like  to  make  available  to  you  as  well.  He  speaks  here 
about  the  Fed  and  the  Treasury  having  instructed  the  examiners 
to  ease  the  rules,  or  they  could  have.  Alternatively,  they  could  have 
improvised  temporary  accommodations  for  banks  that  were  getting 
into  trouble. 

The  point  is  that  they  went  the  opposite  direction  in  New  Eng- 
land in  the  early  nineties,  and  they  did  not  have  to.  I  am  not  sure 
I  can  tell  you  wnat  needs  to  be  done  from  a  regulatory  standpoint, 
but  I  know  at  one  time  it  was  better  than  it  is  now.  We  ought  to 
be  able  to  go  back  to  more  accommodating  practices. 

Mr.  Flake.  Well,  if  you  will,  the  problem  is  not  so  much  in  terms 
of  not  knowing  what  needs  to  be  done  in  that  regard.  The  issue  is 
that  the  S&L  debacle  became  such  a  major  political  hot  potato  that 
in  this  Congress  now  you  could  never  pass  regulations  or  laws  that 
would,  in  effect,  solve  these  problems  because  everybody  has  a  dif- 
ferent political  perspective  and  they  do  not  want  to  be  the  one  re- 
sponsible for  doing  what  was  done  before  when  you  deregulated. 

You  did  not  know  what  was  going  to  happen  in  the  industry.  A 
lot  of  people  came  into  the  industry  who  had  no  banking  back- 
ground. Once  that  door  was  opened,  you  know  what  the  problems 
were,  everybody  was  so  afraid  that  the  problem  would  come  back; 
or,  two,  that  the  taxpayers  are  going  to  be  on  the  line. 

This  has  become  such  a  real  political  issue  that  nobody  really 
wants  to  do  what  I  consider  to  be  in  the  best  interest  of  the  country 
as  it  relates  to  its  ability  to  compete. 

It  always  falls  into  the  political  category.  In  this  place,  the  politi- 
cal winds  pretty  much  determine  which  direction  you  go.  It  really 
makes  for  some  bad  legislation.  That  is  the  bottom  line.  It  does  not 
matter  whether  the  Republicans  or  Democrats  are  in  charge,  I  have 
said  this  all  along. 

Chair  Meyers.  Thank  you,  Mr.  Flake. 

Mr.  Flake.  I  mean  that. 

Chair  Meyers.  Your  questions  are  important  ones,  and  I  appre- 
ciate it  very  much. 

Mr.  Flake.  Thank  you,  Mrs.  Meyers.  I  apologize  for  leaving.  I 
have  a  Banking  Committee  meeting. 

Chair  Meyers.  Did  you  want  to  comment,  Mr.  Dennis,  on  that 
last  question  or  the  last  comment? 

Mr.  Dennis.  Well,  no,  I  guess  I  want  to  repeat  what  we  said  be- 
fore, and  that  is,  things  will  never  be  the  same.  The  S&L  situation 
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provided  a  seminal  event  which  will  always,  at  least  in  our  life- 
times, influence  what  is  happening  in  the  banking  community.  I  do 
not  think  that  we  can  ignore  that.  We  have  to  work  around  it,  with 
it,  and  that  kind  of  thing.  You  cannot  ignore  it,  because  it  has 
changed  everything  permanently. 

Chair  Meyers.  Thank  you. 

Mr.  Gerber? 

Mr.  Gerber.  Historically,  the  S&L  situation  occurred  after  bank- 
ing deregulation  was  passed  in  1986.  I  think  there  was  probably 
a  transition  period  during  which  people  were  trying  to  figure  out 
how  to  operate  in  such  a  milieu.  We  are  now  10  years  downstream 
of  that,  and  I  think  that  a  lot  more  realism  has  come  into  the  bank- 
ing business. 

Chair  Meyers.  I  am  going  to  ask  a  couple  of  questions  to  kind 
of  refocus  on  the  private  sector,  and  then  I  will  let  you  all  go.  I  just 
think  this  has  been  a  really  outstanding  hearing,  and  I  appreciate 
it  very  much. 

Let  me  ask  whether  any  of  you  have  any  experience  with  a  stra- 
tegic partnering?  These  arrangements  between  small  businesses 
and  large  corporations  really  serve  a  dual  benefit.  The  large  cor- 
poration cements  its  relationship  with  small  business  suppliers;  the 
small  business  receives  benefits  through  financial  resources,  man- 
agement assistance  and  access  to  distribution  channels. 

Some  recent  studies  have  shown  that  more  than  half  of  the  For- 
tune 500  companies  have  strategic  partners.  I  was  not  aware  that 
this  was  going  on  to  that  extent.  It  evidently  is  serving  as  a  source 
of  capital  to  small  businesses.  I  just  wondered  if  any  of  you  had 
any  comments  to  make  about  that  or  any  experience  with  it? 

Mr.  Smith.  No. 

Chair  Meyers.  I  think  one  of  the  reasons  we  are  looking  at  this, 
of  course,  is  if  we  are  on  a  path  to  a  balanced  budget  by  2002,  and 
I  do  believe  that  we  are,  there  is  not  going  to  be  a  lot  of  new  money 
available  in  the  SBA.  In  fact,  we  are  going  to  have  to  tighten  up. 

I  am  a  supporter  of  the  7(a)  Program  and  the  CDC  Program.  I 
am  even  a  supporter  of  the  SBIC  Program,  although  I  do  think  we 
need  to  make  some  changes  in  that  program.  I  have  some  questions 
about  the  LowDoc  Program,  however. 

I  have  heard  from  some  bankers  who  have  said  to  me  that  they 
think  the  LowDoc  Program  may  be  an  accident  waiting  to  happen. 
I  want  to  make  sure  that  that  does  not  happen  because  I  think 
that  the  program  is  of  benefit  —  it  is  a  good  tool. 

We  had  not  ought  to  get  sloppy  with  the  LowDoc  Program  and 
let  the  loss  rate  get  so  high  that  we  have  a  problem  in  the  SBA. 
We  have  now  lowered  the  amount  that  we  guarantee  with  respect 
to  small-business  loans  to  80  percent  for  the  smaller  loans,  under 
$100,000,  and  75  percent  for  loans  over  $100,000. 

The  bankers  seem  to  realize  that  these  changes  in  the  guarantee 
rate  were  necessary  because  there  is  less  money  that  is  going  to 
be  available.  Of  course,  while  they  would  like  us  to  guarantee  100 
percent,  we  did  not  hear  a  lot  of  objection  from  the  banking  com- 
munity on  this,  and  it  does  not  seem  to  have  hurt  the  amount  of 
loans  that  they  are  willing  to  make. 

That  being  said,  let  me  ask,  Mr.  Dennis,  other  than  "angel  inves- 
tors," how  else  can  small  businesses  increase  their  equity  capital? 
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Mr.  DE>fNis.  If  I  may,  I  would  like  to  rephrase  your  question,  be- 
cause I  do  not  think  you  can  say  "other  than  'angel  investors.'"  It 
seems  to  me  that  that  is  the  source,  the  major  source,  of  equity 
capital  you  are  going  to  have  unless  you  do  something  like  change 
the  banking  laws  enormously  allowing  them  to  invest.  That  would 
be  an  absolute  revolution  in  this  country.  They  can  do  it  other 
places  in  the  world. 

I  think  "angel  capital,"  institutional  venture  capital,  is  not  par- 
ticularly geared  for  the  type  of  business  that  we  are  talking  about 
for  the  most  part  here.  It  is  focused  on  a  very,  very  narrow  set  of 
specific  firms.  Allowing  firms  to  go  public,  for  example,  is  another 
potential. 

But  again,  that  affects  very,  very,  very  few  firms.  It  is  not  that 
it  is  not  important  to  those  particular  firms  involved,  it  is.  Cer- 
tainly there  are  some  things  that  would  allow  more  to  do  it.  There 
are  apparently  some  things  that  are  being  considered  over  in  the 
Banking  Committee  now  that  might  do  that. 

As  a  general  rule,  I  think  that  your  focus,  the  appropriate  focus, 
would  be  on  "angel  capital"  and  how  matches  could  be  made  more 
easily;  to  what  extent  does  State  regulation  prohibit  the  interstate 
movement  of  capital,  that  is  necessary;  and  that  kind  of  thing. 

Again,  let  me  urge  you  to  contact  Professor  Wetzel.  He  is  really 
not  only  an  academic  who  stands  in  front  of  the  classroom  and 
writes  articles,  he  is  a  fellow  who  actually  does  it. 

Chair  Meyers.  This  is  the  gentleman  from  New  Hampshire? 

Mr.  Dennis.  The  University  of  New  Hampshire,  yes. 

Chair  Meyers.  All  right. 

Mr.  Dennis.  He  is  terrific. 

Chair  Meyers.  Well,  I  appreciate  that  very  much,  and  I  am  sure 
that  we  will  be  in  touch  with  him. 

Let  me  ask  Mr.  Gerber  a  question.  You  mentioned  three  Federal 
tax  programs,  the  IRB's,  the  investment  tax  credit,  and  one  other? 

Mr.  Gerber.  Accelerated  depreciation  and  also  safe  harbors, 
Madam  Chairman. 

Chair  Meyers.  Yes. 

Mr.  Gerber.  All  of  which  were  programs. 

Chair  Meyers.  However,  let  me  ask  you  this.  It  seems  like  every- 
thing has  both  an  upside  and  a  downside.  People  have  said  to  me, 
"You  really  ought  to  enact  capital  gains."  I  have  been  a  very  strong 
supporter  of  special  treatment  for  capital  gains,  like  small  business 
generally. 

They  said  when  you  have  very  generous  capital  gains  provisions 
and  investment  tax  credit  provisions  and  accelerated  depreciation 
all  at  the  same  time,  then  that  leads  to  the  kind  of  explosive  eco- 
nomic growth,  that  we  had  in  the  early  1980's,  which  some  have 
argued  culminated  in  a  strong  feeling  of  tax  rebellion. 

In  the  mid-1980's  when  I  came  to  Congress,  people  were  saying 
to  me,  "I  am  a  small  business  person.  If  I  am  paying  $1,000  in  cor- 
porate taxes,  do  not  you  think  General  Electric  ought  to  be  paying 
something?"  It  had  led  to  the  fact  that  very  large  firms  were  paying 
no  Federal  taxes,  and  small  business  people  were  paying  a  substan- 
tial amount  because  they  could  take  advantage  of  the  benefits  of 
capital  gains,  accelerated  depreciation,  and  investment  tax  credit. 
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While  not  the  only  factor,  this  kind  of  tax  disparity  in  many  ways 
led  to  the  1986  Tax  Act. 

Now  we  want  to  make  sure  that  we  do  not  get  to  that  state 
again.  While  this  may  be  difficult  right  off  the  top  of  your  head, 
I  would  appreciate  your  thoughts  on  this  issue  and  whether  you  see 
any  middle  ground  for  us  to  strike. 

As  I  say,  1  strongly  support  capital  gains,  and  I  thought  that  in- 
vestment tax  credit  and  accelerated  depreciation  were  good  things. 
Evidently,  however,  all  of  these  benefits  at  once  can  lead  to  a  bad 
end. 

Mr.  Gerber? 

Mr.  Gerber.  Thank  vou  for  breaking  that  topic.  For  one  thing, 
you  have  acknowledged  the  NAM  position,  where  we  believe  that 
3  percent,  3V4  percent,  maybe  even  3V2  percent  growth  of  the  econ- 
omy is  completely  possible  without  regenerating  inflation  and  will 
do  more  to  reduce  the  deficit  and  provide  for  tne  needs  of  people 
than  any  other  program  that  you  might  conceive  of. 

The  issue  of  where  to  go  to  find  a  medium,  in  between,  place  be- 
tween the  extremes  of  the  80's  and  the  extremes  of  the  90's,  I 
would  suggest  —  and  I  will  not  get  any  complaint  from  this  panel 
—  my  proposal  is  to  cap  things  and  to  recognize  the  size  of  these 
kinds  of  benefits  that  small  business  needs.  You  provide  $500,000 
worth  of  depreciation  a  year,  and  it  does  not  mean  a  darn  thing 
to  General  Motors,  but  it  means  a  great  deal  to  Murray  Gerber. 

Chair  Meyers.  Yes. 

Mr.  Dennis? 

Mr.  Dennis.  You  always  have  a  lot  of  competing  interests,  as  you 
well  know.  Clearly,  there  are  competing  positions  between  argu- 
ments of  economic  efficiency  and  fairness,  and  they  are  not  always 
the  same  position. 

You  have  competing  arguments  between  manufacturers  and  serv- 
ice industry  that  need  different  things.  I  think  Mr.  Gerber  is  abso- 
lutely correct  when  he  is  talking  about  the  kinds  of  things  that 
stimulate  his  business.  On  the  other  hand,  talk  to  a  service  busi- 
nesses. They  are  going  to  be  more  interested  in  what  we  are  going 
to  do  about  payroll  taxes. 

There  are  always  these  competing  interests,  and  I  do  not  think 
there  is  any  magic  bullets.  They  are  what  we  say  they  are.  They 
are  competing  influences,  and  you  have  to  do  the  best  you  can  to 
find  a  balance.  Whatever  balance  you  decide  or  someone  else  de- 
cides is  not  going  to  make  everybody  happy. 

Chair  Meyers.  Well,  I  would  appreciate  it  if  you  would  think 
about  any  innovative  solutions.  I  think  your  testimony  was  very 
valuable  today  about  sources  of  capital  for  small  business  because 
we  do  need  to  grow  at  a  little  faster  rate  than  we  are  growing  now. 

I  think  that  the  only  way  we  are  going  to  do  that,  if  the  statistics 
I  read  are  correct  about  the  number  of  jobs  that  small  business 
generates,  is  by  finding  more  sources  of  capital  for  small  business. 
Government  can  be  of  some  assistance.  Because  it  is  a  unique 
niche,  I  think  it  is  appropriate  for  us  to  have  a  role.  The  bulk  of 
the  solution  however,  is  going  to  have  to  come  from  the  private  sec- 
tor. 

A  great  many  small  business  people  have  said  to  me,  "If  we  want 
a  small,  short-term  loan,  we  can  go  to  the  bank  and  get  it.  It  is 
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when  we  need  a  larger  loan  which  we  repay  over  5  or  10  years, 
that  we  cannot  get  it."  The  latter  is  the  kind  of  financing  that  we 
are  going  to  need  in  order  to  grow  these  businesses. 

I  am  a  strong  supporter  of  the  7(a)  loans,  at  least  at  this  point 
in  time,  but  we  have  got  to  look  at  other  innovative  ways  to  re- 
spond to  the  capital  needs  of  small  businesses. 

I  appreciate  your  being  here  today,  and  I  appreciate  your  views 
and  insights.  Anything  you  would  like  to  submit  in  writing,  any 
thoughts  that  you  have  later  on  this,  I  would  also  appreciate.  We 
are  going  to  have  a  series  of  hearings  specifically  on  bank  lending 
and  venture  capital  as  sources  of  financing,  security  offerings  and 
regulations  —  which  some  of  you  have  said  that  is  full  of  cost  and 
red  tape  —  and  institutional  investors  as  an  untapped  source  of 
capital.  Any  thoughts  that  you  have  we  would  appreciate.  I  thank 
you  very  much  for  being  here  today. 

We  are  adjourned. 

[Whereupon,  at  12:05  p.m.,  the  Committee  was  adjourned.] 
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STATEMENT  OF  FLOYD  H.  FLAKE  BEFORE  THE  HOUSE 

COMMITTEE  ON  SMALL  BUSINESS 

FEBRUARY  28,  1996 

I  THANK  YOU,  MADAME  CHAIRWOMAN  MEYERS,  FOR 
CONVENING  THIS  HEARING  TODAY  ON  SMALL  BUSINESS' 
ACCESS  TO  CAPITAL.  AS  I  AM  SURE  YOU  ARE  WELL  AWARE, 
INSURING  THAT  SMALL  BUSINESSES  HAVE  ACCESS  TO  CAPITAL 
IS  AN  ISSUE  WmCH  IS  LINKED  TO  THE  STRENGTH  OF  THE 
UNITED  STATES  ECONOMY.  IN  FACT,  SMALL  BUSINESSES 
EMPLOY  ABOUT  54%  OF  THE  PRIVATE  WORK  FORCE,  CREATE 
TWO  OUT  OF  EVERY  THREE  NEW  JOBS  AND  PRODUCE  TWO  AND 
ONE-HALF  AS  MANY  INNOVATIONS  PER  EMPLOYEE  AS  DO 
LARGE  FIRMS. 

IN  THE  PAST,  COMMERCIAL  BANKS  HAVE  PLAYED  A  MAJOR 
ROLE  IN  PROVIDING  CAPITAL  TO  SMALL  BUSINESSES.  IT  IS  OUR 
ROLE  TO  CONGRATULATE  THOSE  BANKS  WHICH  ARE 
CURRENTLY  PROVIDING  SMALL  BUSINESSES  WITH  THE 
FINANCIAL  MEANS  TO  PROSPER.  IT  IS  ALSO  IMPORTANT  FOR  US 
TO  EXPLORE  WAYS  TO  ENCOURAGE  THOSE  BANKS  WHICH  ARE 
NOT  TRADITIONAL  SMALL  BUSINESS  LENDERS  TO  TAKE 
ADVANTAGE  OF  A  POTENTIALLY  PROFITABLE  LENDING 
MARKET.  IT  HAS  BEEN  PROVEN  THAT  BANKS  WHICH  HAVE 
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INVESTED  SIGNIFICANTLY  IN  SMALL  BUSINESSES  TEND  TO  BE 
MORE  PROFITABLE  THAN  THOSE  WHICH  MAKE  FEW  SMALL 
LOANS.  I  THINK  THIS  IS  DUE,  IN  LARGE  MEASURE,  TO  THE 
EXTENT  TO  WHICH  THESE  INSTITUTIONS  HAVE  ADAPTED  THEIR 
LENDING  PROGRAMS  TO  ADDRESS  A  SMALL  BUSINESS'  UNIQUE 
NEEDS. 

IF  WE  WANT  TO  SINCERELY  INSURE  THAT  OUR  ECONOMY 
BENEFITS  FROM  THE  JOB  CREATION,  INNOVATION  AND 
EFFICIENCY  THAT  THRIVING  SMALL  BUSINESSES  PROVIDE,  WE 
MUST  DEMAND  THAT  THEY  HAVE  THE  APPROPRIATE  ACCESS  TO 
CAPITAL  FROM  NOT  ONLY  BANKS,  BUT  ALSO  ALTERNATE 
FUNDING  SOURCES  AS  WELL.  WE  ARE  FORTUNATE  TO  HAVE 
SEVERAL  EXPERT  WITNESSES  HERE  TODAY  WHO  CAN  GIVE  A 
FIRST-HAND  ACCOUNT  OF  SMALL  BUSINESS  NEEDS.  I  LOOK 
FORWARD  TO  HEARING  TESTIMONY  ON  WAYS  TO  INCREASE 
COMMERCIAL  BANK  LENDING  TO  SMALL  BUSINESSES  AND 
UTILIZE  NEW  SMALL  BUSINESS  FUNDING  SOURCES. 
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Opening  Statement 

of 

Hon.  John  J.  LaFalce 

February  28,  1996 

At  the  outset,  I  want  to  compliment  Mrs.  Meyers  for  commencing 
this  series  of  hearings  on  Small  Business'  Access  to  Capital. 

Most  Members  of  the  Committee  are  knowledgeable  about  the 
financial  assistance  programs  made  available  through  the  Small 
Business  Administration:  primarily  the  7(a)  loan  guarantee  program, 
the  504  or  Certified  Development  Company  program,  and  venture 
capital  provided  through  Small  Business  Investment  Companies. 

Many  Members  do  not  realize  how  little  capital  would  be  made 
available  to  the  small  business  community  if  these  SBA  administered 
programs  were  either  withdrawn  or  made  effectively  unavailable  by 
the  imposition  of  excessive  fees  either  on  the  borrower  or  the 
lender  who  provides  the  money. 

The  Government  does  not  have  the  resources  to  fully  satisfy 
the  financial  needs  of  the  nation's  small  businesses.  Nor  should 
we  attempt  to  develop  them.  However,  it  is  appropriate  and 
necessary  that  the  government  supplement  the  efforts  of  the  private 
sector,  whether  that  be  to  fulfill  a  particular  government  policy 
goal  or  to  provide  assistance  during  a  firm's  infancy  while  it  is 
developing  a  sufficient  track  record  to  warrant  lending  by  the 
private  sector  without  any  government  enhancement. 

We  in  Congress  are  confronted  with  the  necessity  to  reduce 
Government  spending.  As  we  make  these  choices,  we  can  no  longer 
claim  that  we  are  eliminating  poor  or  ineffective  programs  -  -  -  at 
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least  we  can  no  longer  claim  that  we  are  simply  tightening  up 
poorly  designed  or  run  programs  at  the  Small  Business 
Administration.  We  eliminated  or  cut  back  unwarranted  spending  at 
SBA  many  years  ago. 

Last  year  we  increased  the  cost  of  participating  in  SBA  loan 
programs.  We  imposed  higher  fees  both  on  participating  lenders  and 
borrowers.  I  do  not  believe  that  we  can  wring  more  money  from 
either  source. 

But  some  will  undoubtedly  urge  us  to  do  so.  To  rebut  these 
admonitions,  I  believe  it  is  imperative  that  we  develop  current 
information  on  exactly  what  is  available  through  the  private 
sector. 

The  Committee  did  this  in  the  past,  and  hearings  on  capital 
access  which  were  conducted  by  the  subcommittee  I  was  privileged  to 
chair  were  very  informative  and  beneficial. 

Some  things  have  undoubtedly  changed  since  then,  but  I  believe 
that  we  will  find  that  some  things  never  change.  One  of  those 
things  that  never  seem  to  change  is  that  those  with  capital  -  -  - 
whether  they  be  banks,  savings  and  loans,  non-bank  lenders, 
insurance  companies,  pension  funds,  or  whatever  -  -  -  have  little 
interest  in  making  loan  capital  available  to  the  small  business 
community.  Greater  profits  can  be  made  on  financing  larger  firms. 
And  this  is  where  the  private  sector  will  put  its  money.  SBA  and 
its  programs  address  a  continuing  need. 

This  is  a  critical  topic  which  must  be  explored,  especially 
for  the  benefit  of  my  newer  colleagues,  and  I  look  forward  to 
today's  testimony. 
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STATEMENT  OF 

REP.  JAN  MEYERS  (R-KANSAS) 

CHAIR 

COMMITTEE  ON  SMALL  BUSINESS 

U.S.  HOUSE  OF  REPRESENTATIVES 

Februarv  28.  1996 

"Small  Business'  Access  to  Capital: 
Impediments  and  Options" 


Good  Morning 

Our  hearing  this  morning  is  the  first  in  a  series  that  this  Committee  will  hold  over 
the  next  few  months  on  small  business'  access  to  capital    In  this  morning's  hearing,  we  will 
endeavor  to  identiiy  "the  problem"  -  that  is,  what  are  the  current  conditions  and  availability  of 
capital  for  small  businesses  and  what  are  the  specific  obstacles  and  opportunities  that  small 
businessmen  and  women  face  in  this  area''  Once  we  have  clearly  defined  the  problem,  the 
Committee  will  explore,  in  fliture  hearings,  specific  capitalization  options  such  as  bank  lending 
and  venture  capital 

Let  me  also  say  at  the  outset,  that  this  series  of  hearings  will  focus  on  sources  of 
capital  available  through  the  private  sector    While  there  are  numerous  Federal  government 
programs  designed  to  facilitate  small  businesses  in  meeting  their  capital  needs,  these  programs 
cannot  and  should  not  be  the  sole  source  of  financing  for  small  businesses    Moreover,  the 
American  people,  and  especially  small  businessmen  and  women,  have  made  it  clear  that 
government  should  be  smaller,  less  burdensome,  and  less  intrusive    Therefore,  I  believe  it  is 
important  for  us  at  this  juncture  to  explore  ways  that  the  private  sector  can  marshall  its  resources 
and  innovative  talents  to  meet  a  greater  part  of  the  capital  needs  of  this  country's  small 
businesses 

This  issue  is  also  not  just  important  to  small  business,  it  is  critical  for  the  country 
as  a  whole.  For  instance,  in  1994  small  businesses  accounted  for  99  7%  of  the  nation's 
employers,  employed  54%  of  the  private  workforce,  contributed  52%  of  all  sales  in  the  United 
States,  were  responsible  for  50%  of  the  private  gross  domestic  product,  and  produced  an 
estimated  62%  of  the  new  jobs  in  that  year    These  are  extremely  impressive  statistics,  which 
could  never  have  been  achieved  without  capital    In  addition,  given  the  fact  that  capital  access  is 
often  the  toughest  for  small  firms,  it  is  extraordinary  that  these  businesses  are  able  to  accomplish 
so  much  with  so  little 

Historically,  men  and  women  seeking  to  start  a  small  business  have  relied  on  their 
personal  savings  and  individual  credit  to  get  the  business  off  the  ground    As  the  business  grew, 
the  owners  reinvested  their  earnings,  utilized  trade  credit,  and  looked  to  bank  loans  as  financing 
for  expansion    In  recent  years,  however,  the  level  of  bank  lending  to  small  businesses  has 
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declined,  in  large  part  because  of  stricter  bani<  regulations  and  increased  paperwork  buraens  and 
compliance  costs    As  a  result,  small  businesses  have  increasingly  had  to  turn  to  other  sources  in 
the  private  sector  to  finance  future  growth  and  development    In  this  context,  it  is  not  surprising 
that  the  delegates  to  the  1995  White  House  Conference  on  Small  Business  made  capital  formation 
one  of  their  top  priorities. 

This  morning  we  will  hear  from  six  witnesses  representing  individual  small 
businesses  as  well  as  small-business  organizations    I  have  asked  the  witnesses  to  provide  the 
Committee  with  their  insights  as  to  the  current  and  historic  private-sector  sources  of  capital 
available  to  small  business  and  the  specific  obstacles  and  opportunities  that  exist  in  these  areas 

It  is  my  hope  that  this  hearing,  and  the  follow-on  hearings  in  the  series,  will 
accomplish  two  tasks    First,  identify  some  of  the  regulatory  impediments,  which  if  remedied, 
would  allow  the  private  sector  to  provide  better  capital  access  for  small  business    And  second, 
open  a  forum  for  new  ideas  in  order  to  stimulate  the  innovative  genius  of  the  private  sector  and 
develop  new  alternatives  that  will  enable  small  businesses  to  continue  their  invaluable  contribution 
to  our  national  and  local  economies. 
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COMMITTEE  ON  SMALL  BUSINESS 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

February  28,  1996 

Testimony  of  Representative  Glenn  Poshard 


Madame  Chairman,  thank  you  for  holding  this  hearing  on  the  status  of  small  business' 
access  to  private  sources  of  capital.    Recent  statistics  regarding  bank  lending,  the  leading 
source  of  small  business  capital,  are  mixed  for  those  planning  new  enterprises  or  maintaining 
established  entities.    As  this  traditional  source  of  financing  is  less  available  in  some  locales, 
it  is  imperative  to  map  out  the  landscape  of  private  capital  sources. 

This  is  an  especially  intriguing  topic  for  it  encompasses  many  of  the  subjects  this 
committee  has  examined  over  the  past  year,  including  banking  regulation  and  increased 
paperwork  burdens,  while  incorporating  developing  trends  in  small  business  financing.    As  I 
have  stated  on  other  occasions  before  this  body,  our  job  is  to  help  provide  an  environment  in 
which  small  businesses  can  reach  their  full  potential.    Helping  them  identify  these  private 
options  as  well  as  the  potential  pitfalls  involved  should  help  small  business  owners 
immensely.    I  would  also  like  to  mention  that  this  changing  environment  underlines  the 
importance  of  the  Small  Business  Administration  (SBA)  and  the  many  important  programs  it 
oversees  that  also  serve  this  function.   I  was  glad  to  learn  that  hearings  on  how  the  SBA  can 
further  aid  the  capital  acquisition  process  are  planned  for  the  near  future. 

Madame  Chairman,  thank  you  again  for  providing  this  forum  to  learn  more  about 
these  issues.    I  look  forward  to  subsequent  hearings  that  will  delve  into  the  specifics  of 
particular  private  capital  opfxjrtunities  for  small  business.    I  appreciate  our  distinguished 
panel  for  being  here  today.    Your  expertise  and  time  are  essential  to  this  process,  and  I  look 
forward  to  your  testimony. 
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Tcstiinony  of 

William  J.  Dennis,  Jr. 

National  Federation  of  Independent  Business 

Madame  Chairman,  thank  you  for  this  opportunity  to  present  evidence  on  snudl  business 
credit  conditions.  My  name  is  Denny  Dennis.  I  am  a  Senior  Research  FeUow  with  the  NFIB 
Education  Foundation  here  in  Washington.  My  remarks  are  presented  on  behalf  of  the  National 
Federation  of  Independent  Business,  an  organization  with  whom  I  have  been  associated  in  one 
position  or  another  for  almost  20  years. 

ypall  Business  Capital  Sources 

An  individual's  personal  wealth  is  die  single  most  important  source  of  finance  used  to 
form  to  a  new  business.  Business  profit  (earnings)  is  the  single  most  important  source  of  finance 
for  reinvestment  in  the  firm.  These  twin  facts  imply  that  small  business  owners  and  potential 
owners  must  be  able  to  save  and  retain  capital  which,  in  turn,  inq)lies  that  tax  and  regulatory 
policy  have  a  major  direct  influence  on  the  number  and  growth  of  American  small  businesses. 
While  I  understand  that  the  focus  of  this  hearing  is  not  tax  nor  regulatory  policy,  a  thorough 
airing  of  small  business  finance  issues  must  at  some  point  recognize  the  influences  of  each.  The 
capacity  to  tap  debt  or  equity  capital  has  no  meaning  without  the  ability  to  generate  and  save 
enough  wealth  to  enter  a  business  or  to  expand  it 

While  personal  resources  retain  paramount  inqxirtance  in  financing  small  businesses,  other 
sources  are  significant  as  well.  Table  1  presents  the  percentage  of  small  businesses  that  obtained 
credit  lines,  loans  and  leases  from  selected  suppliers  in  1993.  The  most  important  of  these  is  the 
commercial  banking  system.  Finance  companies,  family  and  individuals,  and  leasing  conqpanies 
arc  the  next  most  important  sources.  Trade  aedit  (60.8%),  business  (27.6%),  personal  credit 
cards  (39.2%),  and  loans  fi^om  the  owners  (16.7%),  not  presented  on  Table  1,  arc  the 
nontraditional  sources  of  credit  most  commonly  employed 

TABLE  1 

PERCENTAGE  OF  BUSINESS  THAT  OBTAIN  CREDIT  LINES, 

LOANS,  AND  LEASES  BY  SELECTED  SUPPLIER  -  1993 

Supplier  Percent 

Any  55.5 

Conunercial  Bank  37.0 

Savings  Institution  3.9 

Thrift  2.3 

Finance  Company  ~                                11.8 

Leasing  Company  7.5 

Other  Nondepository  Fin.  Inst  ■  1.2 

Family  and  Individuals  8.0 

Other  Businesses  6.2 

Govcmment  0.5 

Unknown  1.4 

Source:  1993  National  Survey  of  StnaU  Business  Finances,  Federal  Reserve 
Bulletin,  July,  1995  SuppIv  and  Demand  for  Small  Business  Finance 
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Most  nnall  buidness  owners  can  get  cust  of  the  capital  diey  need  most  of  the  time.  Small 
Business  Problems  and  Priorities,  an  ^fFIB  survey  report  last  conducted  in  late  1991,  found  thai 
small  business  owners  ranked  "Obtaining  Long-Tenn  (5  yrs  or  more)  Business  Loans"  tbcii  46th 
most  serious  problem  (out  of  75),  "Obtaining  Shoit-Tam  Oess  than  12  months  or  revolving) 
Business  Loans"  their  S3rd  most  serious  problem,  and  "Obtaining  Investor  (Equity)  Financing" 
their  69th  most  serious  problem.  Those  figures  tell  only  pan  of  the  story,  however.  A  small. 
but  inq)onant  segment  rated  finance  problems  as  very  serious  for  their  business.  Thirteen  (13). 
II  and  7  percent  respectively  attached  the  "critical"  assessment  Small  Business  Economic 
Trends,  a  monthly  publication  based  on  NFIB  survey  data,  rqxmed  in  January,  1996,  that  four 
percent  considered  "Hnancc/Interest  Races"  as  their  single  most  important  problem.  That  figure 
is  a  two  to  three  percentage  points  below  the  figures  typically  recorded  in  '94  and  '9S,  but  equal 
to  or  above  those  found  in  '92  and  '93,  NFIB's  Credit,  Banks,  and  Small  Business  series  (latest 
in  1995)  provides  respondents  nine  common  complaints,  e.g.,  unc}q>ectcd  changes  in  credit  terms, 
about  banks  and  asks  which  one  represents  thcii  most  serious  conceriL  Twelve  (12)  percent  cited 
"availability  of  credit'  "Interest  rates  charged,"  "none;  no  serious  concerns,"  and  "collateral 
requirements"  were  named  more  frequently  and  "fees  and  service  charges"  was  named  with  the 
same  regularity. 

Small  Business  Economic  Trends  also  shows  that  throughout  1995  approximately  five 
small  business  owners  were  able  to  obtain  all  the  debt  capital  they  needed  within  the  prior  three 
months  for  every  one  who  could  not.  That  ratio  is  subject  to  change  due  to  business  cycles 
among  other  things.  In  early  1993.  when  many  were  still  feeling  the  effects  of  the  '90-'91 
recession,  the  ratio  was  3-1.  Extending  the  period  from  three  months  to  three  years,  i.e..  were 
respondents  able  to  borrow  all  the  money  dwy  wanted  over  the  last  three  years  ('92-'94),  the 
ratio  fell  to  2^-1.  A  small,  but  additional  number  -  pertiaps  one  borrower  in  10  -  were  able 
to  get  credit,  though  not  all  they  want. 

Financing  is  a  smaller  problem  for  starts  than  is  popularly  recognized.  I  have  seen  data 
which  will  not  be  released  for  at  least  a  year  suggesting  that  a  relatively  small  portion  of  those 
who  start  a  business  consider  financing  their  single  most  difficult  stan-up  problem.  (The 
Entrcprcneuiial  Research  Consortium  of  which  the  NFIB  Education  Foundation,  SB  A,  and  several 
universities  are  members  will  likely  also  address  the  issue  soon.)  The  reason  appears  to  be  that 
a  large  number  of  starts  are  in  die  services  which  usually  require  relatively  more  human  than 
physical  capital  For  exan^jle,  about  one  in  four  of  the  INC.  500  begin  with  less  than  S5,000  in 
physical  capital  In  addition,  second  mortgages  and  personal  loans  are  easier  to  obtain  than  in 
the  past  These  resources  can  be  used  to  finance  a  start  when  somewhat  larger  sums  arc  required. 
Further,  the  increase  in  the  number  of  dual  income  families  provides  a  base  standard-of-living 
meaning  that  the  amount  to  be  held  in  reserve  for  living  expenses  during  the  initial  months  of 
the  venture  is  rcdiKcd. 

The  Problem:  Hnance  Gaps 

The  finance  problem  for  small  business  is  a  series  of  gaps  in  the  credit  and  equity 
markets.  Some  are  more  serious  dtan  others.  Some  appear  more  subjea  to  remedy  than  others. 
But  g^s  are  problems.  They  also  e)q)lain  why  the  overwhelming  share  of  the  small  business 
owner  population  will  tell  yoo,  when  asked  directly,  that  finance  is  not  a  serious  business 
problem,  while  at  the  same  time  you  will  hear  vociferous  complaints  that  small  business  finance 
is  almost  impossible  to  obtain. 
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Let  mc  Isolate  six  gaps  and  address  each: 

1.  Starts  —  For  reasons  already  noted,  financing  starts  is  less  difficult  today  than  it  was 
in  the  past  and.  than  it  is  in  popular  pcrcq)tion.  However,  problems  remain.  For  the  most  part 
these  are  equity  rather  than  debt  problems.  It  is  not  clear  that  banks  should  be  lending  money 
to  start-up  ventures  beyond  amounts  financed  by  second  mortgages  or  personal  loan&. 

The  start  finance  g^  does  not  appear  to  be  serious  among  the  smallest  firms,  although 
diere  are  individual  cases  where  diat  is  not  true.  Americans  finance  millions  of  starts  every  year. 
Larger  starts,  which  are  less  fiequent,  arc  another  issue.  About  one  in  10  full-time  business  stares 
currently  have  equity  investors  (not  fdeods  or  family).  These  investors  are  known  as  "angels." 
Often  other  business  owners  (presumably  sophisticated  investors)  provide  sums  as  small  as 
$S,CXX)  to  well  into  the  hundreds  of  thousands.  A  typical  investment  is  on  the  smaller  side, 
perhaps  $25,000. 

Bill  Wetzel,  the  country's  leading  authority  on  angel  financing,  estimates  that  angels 
currently  provide  between  $10  and  $20  billion  involving  30,000  to  40,(X)0  deals.  He  believes 
there  is  dmiand  to  double  that  amount  of  investment  The  problem  is  the  match-making  process. 
Potential  angels  are  not  eager  to  broadcast  that  they  want  to  invest  and  entrepreneurs  are  not 
eager  to  reveal  what  they  believe  to  be  their  market  edge.  Then,  there  arc  market  imperfections 
such  as  regional  imbalances.  They  are  exacerbated  by  inq)edin)ents  such  as  state  securities 
barriers.  Thus,  "angels"  represent  an  important  resource  wiA  potential  for  expansion. 

What  about  institutional  venture  coital?  It  rarely  funds  starts  and  it  usually  prefers  deals 
involving  mors  than  one  million  dollars. 

2.  Rapidly  Growing  Businesses  -  Rapidly  growing  firms  are  usually  voracious  consumers 
of  capital  They  not  only  require  enough  cash  to  support  normal  operations,  e.g.,  inventories, 
payroll,  but  enough  to  finance  expansion,  e.g.,  new  facilities,  at  the  same  time.  These  businesses 
have  a  second  characteristic,  infiportant  for  present  purposes.  They  don't  grow  steadily.  More 
often  they  grow  in  the  pattern  of  a  sine  curve,  Le.,  a  snake. 

Lending  to  these  firms  is  very  difficult  They  need  money  seemingly  all  the  time,  but  the 
lender  can  never  be  quite  sure  if  a  downturn  is  the  prelude  to  another  upturn  or  die  precursor  of 
disaster.  There  is  a  huge  up-side  to  lending  to  these  firms.  If  successful,  the  business  will 
eventually  stabilize  and  the  bank  will  certainly  enjoy  the  inside  track  for  a  profitable  relationship. 
But  banking  is  not  a  high  risk-high  reward  business. 

Equity  capital  again  appears  to  hold  greatest  potential.  But  as  with  starts,  matching  angels 
and  entrepreneurs  is  not  always  easy.  Institutional  venture  capital  funds  some  of  these 
opportunities.  However,  the  number  is  limited  for  a  variety  of  reasons.  For  example,  a  potential 
recipient  may  reside  in  an  area  void  of  venture  capital  firms.  Or,  the  owner  may  slop  an  offer 
because  he  has  to  surrender  too  much  control,  and  control  is  a  primary  reason  many  enter  in  the 
first  place. 
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3.  Butinesi  Cyclet  -  Buiineu  cycles  continue  to  have  an  important  ditiuptlve  effect  on 
imall  busine«i  ciqrital  demand*.  Covarinj  the  last  22  yean,  data  from  Small  Business  Economic 
Trends  exhibit  an  tnveree  relationship  between  business  cycles  and  changes  in  small  business 
credit  conditions.  As  business  activity  slows,  more  owners  rqxvt  increased  difficulty  meeting 
their  credit  needs,  and  vice«versa.  Though  the  NFIB  series  on  credit  satisfaction  Is  too  recent  to 
include  the  last  recession,  the  ratio  of  borrowers  with  satisfied  credit  needs  regularly  Increased 
throughout  latter  1993,  '94  and  '95. 

Though  the  condition  of  each  firm  differs,  the  primary  reason  for  the  credit/cycle 
relationship  is  that  balance  sheets  deteriorate  as  the  cycle  heads  down.  A  deteriorating  balance 
sheet  makes  some  borrowers  ineligible  for  a  loan  when  tliey  might  well  obtain  a  loan  under 
ordinary  conditions.  Those  who  do  receive  credit  may  otMain  less  than  desired  or  may  be 
subjected  to  conditions  not  normally  present 

The  size  of  this  gap  is  difBcult  to  measure  since  demand  for  credit  also  declines  during 
cycles.  One  characteristic  of  the  last  recession  -  other  than  New  England's  special  situation  •• 
was  the  unusually  large  decline  in  demand  for  debt  capital.  Pan  of  the  soludon  may  lie  in 
greater  variability  in  lender  rates  as  will  be  discussed  subsequently. 

4.  Transitions  --  During  the  late  19808  and  early  1990s,  the  banking  system  in  the  New 
England  area  was  undergoing  a  major  transition.  Real  estate  problems  and  a  recession  among 
other  factors  caused  several  banks  to  founder.  The  industry  restructured.  But  it  caused  severe 
disruption  for  many  small  business  owners.  As  one  wag  observed,  'it's  pretty  tough  to  borrow 
when  the  bank's  doors  are  locked.' 

A  second  example  occurs  on  a  more  localized  level.  Bank  take-overs  and  mergers  can 
cause  problems.  About  one  in  four  small  business  owners  reported  that  between  '92  and  '94 
their  principal  bank  had  undergone  some  change  in  ownership  structure.  Less  than  half  felt  no 
effect  from  the  change.  A  healthy  majority  reported  problems,  though  it  wasn't  clear  these  were 
tied  to  credit  availability  issues.  Monday's  USA  Today  reported  a  study  from  the  New  York  Fed 
that  HKTgers  resulted  in  a  larger  share  of  small  business  loans  to  assets.  I  have  not  yet  seen  the 
study. 

5.  Marginal  -•  A  fine  line  may  separate  a  marginal  acceptance  from  a  marginal  rejection. 
While  that  line  must  always  exist,  the  goal  is  to  secularly  shift  that  line  toward  the  accept  side. 
I  later  offa  some  thoughts  about  how  that  can  be  done. 

6.  Troubled  Businesses  -  There  are  some  businesses  for  which  neither  further  debt  nor 
further  equity  capital  are  iqqnopriate. 

Concluding  Observations 

Economic  theory  argues  that  we  adjust  price  for  risk.  As  the  fotber  of  a  teenage  son  who 
just  earned  his  driver's  license,  I  can  personally  assure  you  that  some  businesses  follow  theory. 
But  bank  lenders  do  not.  Rather  than  adjust  price  for  risk,  they  adjust  risk  for  price.  Banks 
charge  small  business  owners  between  one  and  three  points  over  prime,  or  its  fixed  rate 
equivalent.  If  a  potential  borrower  does  not  have  a  risk  that  ^  the  price  interval,  the  loan  is 
rejected.  But  what  makes  1-3  sacred? 
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The  base  Unie  far  unall  business  is  availsbility,  not  price.  Price  becomes  an  issue  only 
aflcr  availability  is  assured.  Thus,  greater  variability  of  interest  rates  seenu  like  a  wise  market 
response  to  small  business  credit  needs.  It  helps  banks  by  allowins  them  to  profit  from  a  greater 
number  of  borrowers;  it  helps  marginal  boirowers  and  those  caught  in  cycles  obtain  credit  when 
tbey  might  not  otherwise;  and,  it  may  even  help  the  gilt>edged  borrower  by  making  prices  more 
responsive  to  their  minimal  risk. 

I  am  not  arguing  for  higher  rates.  I  am  arguing  for  great  availability.  If  that  requires 
higher  rates  for  riskier  borrowers,  so  be  it  Remember,  it  will  sdll  be  cteapa  than  credit  cards, 
the  current  high  cost  albemadve. 

Second,  let  me  defer  to  Profiessor  We&el  regarding  the  steps  that  need  to  be  taken  to 
inaease  equity  capital,  particularly  from  "angels."  I  can  only  regurgitate  what  he  argues,  and  not 
nearly  as  articulately. 

Third,  I  remain  curious  as  to  the  leason(s)  why  small  business  asset-backed  securities  have 
not  become  a  reality.  Tbey  appeared  to  hold  potential  when  the  Banking  Committee  explored 
diem  a  few  years  ago.  I  received  calls  from  two  or  three  organizations  around  tiie  country  which 
seemed  poised  to  proceed.  Yet,  nothing  seems  to  have  developed.    What's  the  problem? 

Finally,  if  we  can  tenq>orarily  overtook  the  savings  and  loan  fiasco,  deregulation  of  the 
nation's  lending  institutions  has  brought  inaeased  competition  to  small  business.  While  die 
commercial  banking  system  still  holds  the  lion's  share  of  small  business's  financial  business, 
small  business  ownen  see  a  variety  of  institutions  within  and  without  the  industry  increasingly 
competing  for  their  patronage.  Nineteen  ninety-five  data  indicate  that  38  percent  of  polled 
owners  believed  there  was  more  conqietition  for  their  firm's  business  among  financial  institutions 
than  three  years  prior.  Only  20  percent  rqxirted  inaeased  competition  in  1980.  Of  course,  not 
all  competition  involves  financing.  But,  financing  is  one  important  implied  ingredient  It  is 
Important  that  vigorous  competition  be  encouraged. 

There  is  one  serious  cautionary  note  on  which  I  conclude:  the  artificial  inflation  of  the 
housing  market  in  tiie  1970s  and  1980s  provided  enormous  equity  against  which  home-owners 
could  borrow  to  form  or  expand  a  business.  In  my  judgment  this  huge  source  of  equity 
contributed  in  no  smaU  measure  to  a  surge  in  business  formation  over  die  last  quarter  century. 
But  housing  markets  have  changed  enormously  over  the  last  five  years  or  so.  Equity  is  no  bnger 
building,  at  least  not  in  the  proportions  it  once  did.  That  means  younger  business  owners  and 
potential  owners  no  longer  can  draw  on  that  net  worth  to  secure  tiieir  borrowing. 
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Manufacturingr 


The    Key   to    Economic    G  r  o 


^  The  United  States  was  rated  number  one  in  overall  globaJ 
competitiveness  by  the  World  Economic  Forum  in  1994, 
and  again  in  1995. 

>■  U.S.  manufacturing  productivity  growth  averaged  more 
than  3  percent  over  the  last  decade,  compared  with  less 
than  1  percent  growth  in  the  rest  of  the  U.S.  economy. 

^      U.S.  manufacturing's  direct  share  of  the  Gross  Domestic 
Product  (GDP)  has  remained  remarkably  stable  at  20 
percent  to  23  percent  since  World  War  II. 
Manufacturing's  share  of  totaJ  economic  production 
(GDP  plus  intermediate  activity)  is  nearly  one  third. 

V     A  change  in  manufacturing  output  of  $1  results 
in  a  total  increase  of  output  throughout  the 
economy  of  $2.30. 

>•     The  U.S.  share  of  world  exports  in  manufactured  goods  is 
now  12.9  percent,  up  from  1 1.6  percent  10  years  ago. 

►■     Manufacturing  provides  the  bulk  of  technological 
advances  and  innovation  tor  the  economy. 
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Good  morning.    My  name  is  Murray  Gerber.    I'm  President  and  Owner  of  Prototype 
&  Plastic  Mold  Company  in  Middletown,  Connecticut,  a  27-year-old  family-owned  plastics 
manufacturing  firm  with  80  employees.    I  have  twice  been  named  state  Small  Businessman  of 
the  Year,  am  a  three-time  delegate  to  the  White  House  Conference  on  Small  Business,  a 
member  of  the  NAM  Board  of  Directors  and  former  chairman  of  the  Connecticut  Business 
and  Industry  Association,  Inc. 

The  National  Association  of  Manufacturers  (NAM)  is  the  nation's  oldest  and  largest 
broad-based  industrial  trade  association.    Its  nearly  14,000  member  companies  and 
subsidiaries,  including  approximately  10,000  small  manufacmrers,  are  in  every  state  and 
produce  about  85  percent  of  U.S.  manufacmred  goods.    Through  its  member  companies  and 
affiliated  associations,  the  NAM  represents  every  industrial  sector  and  more  than  18  million 
employees. 
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We  appreciate  this  opportunity  to  testify  regarding  the  problem  of  small  business' 
access  to  capital  and  to  discuss  not  only  personal  experiences  but  our  suggestions  for 
improving  the  access  of  smaller,  capital-intensive  manufacturers.    The  National  Association 
of  Manufacturers  has  made  economic  growth  the  keystone  of  our  agenda  for  the  '90s. 
Growth  will  only  come  with  the  active  participation  of  small  manufacturers  which,  in  turn, 
requires  a  strong  and  open  access  to  capital. 

As  I  indicated,  I  have  served  in  several  capacities  as  a  representative  of  small 
businesses,  so  while  I  speak  to  you  of  my  personal  experiences  I  am  a  spokesman  and 
advocate  for  many  small  businesses. 

For  the  most  part,  my  knowledge  is  Connecticut-based,  which  I  suspect  is  an  extreme 
case  because  of  the  long  recession,  changes  in  the  banking  environment  and  many  bank 
failures  and  mergers.    But  I  think  the  Cormecticut  experience  is  helpful  in  understanding  the 
simation.    What  happened  to  Connecticut  small  businesses  can  happen  anywhere. 

CONNECTICUT  CREDIT  CRUNCH  HISTORY 

First,  let  me  offer  a  little  history: 

The  events  that  have  caused  the  Coimecticut  credit  crunch  began  with  a  decline  in  the 
real  estate  values  that  collateralize  most  of  our  notes,  was  pushed  by  the  presence  of 
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energetic  federal  regulators  fresh  from  their  "success"  in  Texas,  was  compounded  by 
difficulties  in  several  basic  industries  such  as  the  military  and  insurance,  and  by  the  general 
slowing  of  the  economy  as  the  nation  slid  into  recession  in  1991. 

These  conditions  led  to  thousands  of  companies  having  their  notes  "classified"  or 
considered  risky  —  usually  due  to  the  decline  in  real  estate  values  —  and  many  called  in. 
Solid  companies  with  notes  current  or  with  hundred-year  histories  of  survival  experienced 
problems  with  their  bankers,  most  with  land  and  real  estate  assets  that  were  temporarily 
depressed.    Alternate  financing  was  not  available,  so  many  companies  failed.    So,  too,  did 
the  banks. 

This  was  followed  by  the  "Merger  and  Acquisition"  period.    The  number  of  banks 
went  down  dramatically,  with  a  tremendous  concentration  of  assets  in  a  small  number  of 
banks  and  ownership  of  the  major  banks  moving  outside  of  Connecticut.    New  banks  were 
unable  to  start  up  in  such  a  milieu,  thousands  of  bank  employees  lost  their  jobs  and  staffs 
were  reduced  in  the  face  of  falling  business  and  the  absence  of  new  loan-making.    After  a 
few  years  of  cleaning  out  and  selling  off  the  classified  loans,  even  the  work-out  staffs  were 
laid  off. 

It  was  during  this  time  that  I  tried  to  refinance  my  own  company,  which  is  structured 
as  an  S  Corporation.    While  my  company's  loans  were  not  called,  because  we  had  put  the 
company  on  a  debt  reduction  program,  we  did  experience  a  classified  loan  problem.    New, 
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additional  capital  was  not  available.    The  only  sources  of  credit  were  programs  from  the 
State  of  Connecticut:   programs  to  prevent  companies  from  leaving  the  state  (which  we  were 
considering)  and  a  program  to  assist  manufacturers.    These  worked  for  me  at  the  time,  but 
they  were  and  remain  thoroughly  inadequate  to  the  task  of  providing  financing  for  all  the 
small  manufacturers  that  needed  help. 

THE  SITUATION  TODAY 

Banking  in  Connecticut  today  is  dominated  by  a  small  number  of  large  banks  all 
headquartered  outside  the  state.    The  enclosed  article  from  The  Connecticut  Economy 
provides  significant  details  about  the  situation,  but  my  own  conversations  with  small 
businesses  throughout  the  state  lead  me  to  several  conclusions  - 

•  Bank  staffs  no  longer  have  the  ability  or  the  need  to  make  smart  "business" 
lending  decisions.    Due  to  lay-offs,  inadequate  staffs  simply  no  longer  have  the 
ability  to  service  these  loans. 

•  Despite  the  fact  that  banks  widely  advertise  that  they  have  money  to  lend  to 
small  businesses,  the  standards  are  so  strict  and  the  amounts  so  low  that  even 
those  who  qualify  cannot  borrow  as  much  as  they  want  or  need.    Banks  now 
require  collateral  twice  the  size  of  the  loan,  or  demand  three  sources  of  cash  to 
pay  off  the  loan. 
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•  Small  businesses  have  learned  to  "do  without"  or  find  capital  outside  the 
banking  system.    We  are  now  in  a  transition  period  in  which  "non-bank  banks" 
are  attempting  to  fill  the  void  left  by  commercial  banks,  but  there  is  not  yet 
sufficient  capacity  in  those  institutions  to  satisfy  demand. 

•  "Start-ups"  have  virtually  nowhere  in  the  banking  system  to  go. 

•  Most  small  businesses  have  less  borrowed  capital  than  they  want  or  need  to 
maximize  sales,  thereby  inhibiting  investment,  growth  and  expansion. 

•  The  amount  banks  have  loaned  to  small  businesses  is  disproportionately  small 
compared  to  the  small  business  share  of  the  GDP,  or  the  importance  of  small 
business  to  our  economy.   And  the  small  business  share  of  those  loans  is  going 
down! 

SOME  SUGGESTED  SOLUTIONS 

I  fear  that  the  businesses  that  do  not  start  today,  or  that  start  and  can  only  grow 
through  savings  are  not  going  to  be  adding  jobs  in  five  years  when  they  traditionally  reach 
their  rapid  growth  period. 

For  example,  in  1981,  my  small  company  was  one  of  the  first  in  the  nation  to  acquire 


53 


a  $500,000  state  of  the  art  CAD/CAM  system.    To  accomplish  this,  I  needed  to  take 
advantage  of  an  Investment  Tax  Credit,  Safe  Harbors  lease  which  lowered  the  interest  by  5 
percent  and  accelerated  depreciation.    In  those  days,  there  were  Industrial  Revenue  Bonds  to 
reduce  interest  rates  too,  all  of  which  were  aids  to  acquire  capital  and  stimulate  investment. 

These  tools  to  stimulate  capital  investment  are  now  gone.    Today  we  have  higher  tax 
rates  on  S  Corporations,  which  affects  more  than  a  third  of  all  small  manufacturers;  the 
Alternative  Minimum  Tax   which  punishes  small  businesses  that  acquire  a  lot  of  depreciable 
property  and  few  credits  and  depreciation  schedules  which  aid  the  cash  flow  of  small 
businesses. 

Proposals  like  the  expensing  provision  which  have  been  discussed  in  this  committee 
are  helpful  to  non-capital  intensive  companies,  but  a  manufacturing  firm  —  however  small  — 
has  capital  requirements  far  exceeding  the  expensing  provision  limitations. 

Herewith,  then,  a  few  suggestions  ~ 


Improve  the  cash  flow  of  growth-oriented  S  Corporations  by  passing  H.R. 
2911,  sponsored  by  Rep.  Phil  Crane,  which  would  eliminate  the  over-taxation 
of  retained  earnings  by  S  Corporations.    Currently,  the  shareholders  of  S 
Corporations  are  taxed  at  a  rate  of  up  to  41  percent.    Rep.  Crane's  legislation 
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1  would  cap  that  tax  on  funds  used  to  pay  taxes  or  reinvested  in  a  company  at  34 

percent. 

•  Repeal  the  punitive  Alternative  Minimum  Tax.    This  is  not  a  "big  business" 
tax.   This  is  a  tax  that  is  destroying  the  ability  of  even  small  companies  to 
invest,  grow  and  create  new,  good-paying  jobs. 

•  Encourage  non-bank  banks,  making  certain  sources  of  capital  are  available  to 
them.    To  turbo  charge  the  economy,  small  business  lending  must  be 
encouraged. 

•  Pass  legislation  recommended  by  the  1995  White  House  Conference  on  Small 
Business  regarding  access  to  public  finance  markets,  including: 

•  Improving  the  ability  of  public  and  small  and  large  private  company 
pensions,  profit  sharing,  401(k)  plans,  individual  IRAs,  Keogh  and  SEP 
plans  to  invest  in  small  business  , 

•  Facilitate  the  ability  of  an  individual  to  invest  up  to  half  of  his  or  her 
own  retirement  funds  in  a  specific  small  business  of  his  or  her  own 
choice. 


• 


• 


• 
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Relax  collateral  and  income-to-debt  ratio  requirements  to  allow  banks  to 
make  smaller  loans  based  on  character,  personal  background  and  credit 
worthiness. 

Reduce  the  number  of  federal  agencies  regulating  banking  and  require 
bank  regulatory  agencies  to  reduce  paperwork  commensurate  with  loan 
size,  and 

Establish  a  tax-free  rollover  provision  for  the  gains  on  sale  of  assets  or 
ownership  interests  in  a  small  business  that  are  reinvested  or  rolled 
over  into  another  small  business  within  one  year. 


Madame  Chair,  I  appreciate  and  commend  this  Committee  and  its  members  for  their 
awareness  and  interest  in  what  is  a  very  serious  impediment  to  small  business  growth,  and 
ultimately  to  the  growth  of  the  American  economy. 

This  concludes  my  prepared  testimony.    I  appreciate  this  invitation  and  opportunity  to 
express  my  views,  and  would  be  pleased  at  this  time  to  address  any  questions  you  or  other 
members  of  the  Committee  might  have. 
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Tlie  Small  Busiiu^s  CitMlit  Crunch 


By  Edwin  I.  Caldwell 

As  noted  in  the  Oaober  1995  issue  o(  The 
Cmneclicut  Economy,  since  1993  conimer- 
rial  banks  have  been  required  to  seftrf' 
fate  m  tlicir  call  reports  for  the  second  quarter  of 
each  year  the  number  and  amount  of  theu-  small 
business  loans  in  three  size  categories:  less  than 
S  100.000,  less  than  S25O.0OO,  and  less  than 
Sl.000.000.  These  are  considered  small  busi- 
ness loans  on  the  assumption  thai  the  great  ma- 
jority of  loans  this  small  are  made  to  small  busi- 
nesses. These  data  are  now  available  for  three 
years,  the  second  quarters  of  1993. 1994.  and 
1995.  Formulated  by  the  Federal  Reserve  Bank 
of  Boston,  the  data  allow  some  judgment  about 
thevaLdityofthe  almost  universal  complaint  of 
small  businesspeople.  that  the  commercial 
banks  are  falling  short  of  meeting  their  credit 
needs 

Magnitude  of  Business 
Lending 

To  parapiirase  the  late  Senator  Everett  Dirk- 
sen's  famous  remark  about  the  federal  budget,  a 
few  rnillion  here  and  a  few  million  there  and 
pretty  soon  you're  talking  about  real  money.  It 
is  clear  from  the  numbers  in  Table  1  that  we're 
talking  about  some  real  money  here.  The  num- 
bers in  parentheses  in  the  small  business  rows 
designate  the  percentages  small  business  loans 
are  of  total  busmess  loans.  These  percentages 
fell  between  1993  and  1995  in  every  state  except 
Rhode  Island,  where  they  held  steady.  And  the 
absolute  amounts  of  smaD  business  loans  fell  be- 
tween 1994  and  1995  in  each  state  except  Mas- 
sachusetts and  New  Hampshire. 


Table  1:  Business  Lending  in  Smillions 
by  New  England  Gammgcial  Banks 


1993-11 
8703 


1994-n 
8029 


1995-n 
10.653 


Connecticut 
Sm.  Bus. 
Lg.Bus. 

Massachusetts     27,691      30,045      32,535 

Sm.  Bus.  (19)  5287  (18)  5392  (17)  5467 

Lg.Bus.  22,404      24.653      27,068 

Rhode  Island  4660        4625        4570 

Sm.  Bus.  (22)  1031  (22)  1034  (22)  1015 

Lg.Bus.  3629        3591        3555 

Vermont  1837        1832        1820 

Sm  Bus.  (73)  1338  (69)  1261  (69)  1250 

Lg.Bus.  499           571           570 


these  categories  for  large  business  loans 
and  Figure  2  for  small  business  loans. 
Figure  1  establishes  that  there  were  sub- 
standal  increases  in  the  amount  of  large 
C&I  loans  in  most  of  the  New  England 
states  between  1993  and  1995.  The  in- 
crease in  Connecticut  in  1995  was  espe- 
cially large.  By  contrast,  there  were 
marked  decreases  in  the  amount  of  large 
CRE  loans  in  most  states  in  botli  1994  and 
1995.  This  no  doubt  reflects  the  fact  that 
the  region  has  not  fully  absorbed  the  sur- 
plus commercial  building  that  took  place 
in  the  eighties  Figure  2  presents  a  rather 
clear  picture  of  what  Connecticut  small 
businesspeople  are  complaining  about 
with  respect  to  C&I  loans.  These  loans 
underwent  substantial  decreases  in 
amount  from  1993  to  1995  while  the  large 
C&I  loans  were  experiencing  a  major  in- 
crease. The  size  of  the  decreases  ui  small 
CRE  loans  probably  reflects  the  sizable 
vacancy  rates  that  exist  around  the  state. 

Sizes  of  Small  Business 
Loans  in  Connecticut 

'  Tables  2  and  3  should  be  read  togeth- 
er. From  Table  2  you  see  that  12,500  out 
of  a  total  of  15,900.  or  79%,  of  small  C&l 
loans  in  Onnecticul  in  the  second  quar- 
ter of  1995  were  for  amounts  less  than  SlOO.OOO. 
From  Table  3  you  read  that  these  loans  amount- 
ed to  only  S289  miUion  out  of  total  small  busi- 
ness loans  of  S945  million,  or  31V  Bv  contrast 
small  C&l  loans  of  8250,000  to  Si  million  num- 
bered onh'  1,400  out  of  the  total  of  15,900,  or  9%, 
but  came  to  8451  million,  or  48%  of  the  total. 
Wth  respect  to  small  CRE  loans,  the  numbers 
of  the  three  categories  are  similar,  but  the  domi- 
nance of  the  S250.000  to  $1  million  group  in  dol- 
lar volume  is  even  greater  than  with  the  C&I 


Table  2;  CT  Small  Business  Loans  by  Size 
Numbers  of  Loans  (thousands) 


Commercial  &  Industrial 

Up  to  $100,000 
5100,000  to  8250,000 
8250,000  to  Si  Million 
Commercial  Real  Estate 
Up  to  $100,000 
$100,000  to  $250,000 
$250,000  to  SI  Million 


1994-n   1995-n 


16.4 
12.4 
2.3 
1.7 
9.5 
3.2 
3,1 
3,2 


15.9 
12.5 
2.0 
1.4 
7.9 
2,2 
2.8 
2.9 


%Chg. 

-3.0* 

0.8% 
-IS.O*'" 
•17.6%  •« 
-16.8%  - 
-313%" 

-9.7%  1^ 

-9.4%' 


Source  Developed  by  T)ie  CorvwXajt  Ecoiomy  based  on  data  IroTi  the 
Federal  Resene  Bank  of  Boston. 


Table  3:  CT  Small  Business  Loans  by  Size 

(Smillions) 

1994-n 

1995-n 

%Chg. 

Commercial  &  Industrial       1074 

945 

12.0% 

Up  to  5100,000                      270 

289 

7.0% 

$100,000  to  $250,000              253 

205 

-19.0%  • 

f- 

$250,000  to  SI  Million              551 

451 

-18.1%'- 

Commercial  Real  Estate         1791 

1536 

-14.2% 

Up  to  SlOO.OOO                        162 

95 

41.4%  t~ 

$100,000  to  8250,000               412 

353 

-14.3%  ' 

— 

$250,000  to  51  Million           1217 

1088 

-io.e%< 

— 

Source:  [leveloped  tiy  T?w  ConnecttuI  Economy  based  on  data  from  the 

Federal  Resene  Bank  ol  Boston. 

New  Hampshire      1390 


SmBus. 

Lg.  Bus. 
Maine 

Sm.  Bus. 

Lg.Bus. 
New  England 


loans  —  71%. 

*^'  5^  °®  ^  '■'^^  ^2T^'ho  Makes  die  SmaU 
Business  Loans 

A  recent  stiidy  by  the  Federal  Reserve 
Bank  of  Boston  shows  the  distribution  of  the 
dollar  volume  of  small  business  loans  held  in 
1994  by  New  England  commercial  banks  of 
several  asset  sizes.  Banks  with  assets  less 
than  SlOO  million  held  8%  of  the  total:  5100 
million  to  $300  million.  20%;  $300  million  to  Si 
billion.  20%;  51  billion  to  55  billion.  20%;  and 
over  55  billion,  32%.  Thus  the  big  banks  are 
the  major  players  in  small  business  lending  at 


can  be  offset  by  higher  costs  of  administration 
per  dollar  lent  It  doesn't  take  much  less  admirv 
istrative  effort,  and  hence  cost,  to  make  a  51  mil- 
lion loan  than  a  $50  million  loan.  And  it  takes  a 
lot  more  effort  to  administer  fifty  Si  million 
loans  through  to  their  termination  than  to  do  the 
same  for  a  $50  million  loan. 

Thus  if  the  big  banks  could  get  a  better  han- 
dle on  administrative  costs,  they  might  become 
more  enthusiastic  about  small  business  loans. 
There  is  some  hope  that  this  might  occiu-  as  the 
result  of  the  present  downsizing  and  merger  ac- 
tivities. But  it  is  too  early  to  tell. 


(70) 


1293  1454 

969    (70)900  (67)981 

421           393  473 

2613         2717  2712 

(60)  1561  (59)  1601  (57)  1583 

1052         1116  1174 

46,894      48,541  53.744 


Sm.  Bus.  (28)  13.329(27)  13,053(24)  12.732 
Lg.Bus.  33,565      35,488      41.012 

AJi/nOe^srffrepfisewpertaenaqesSmaJftaiessBansBreiVloB/ loans 
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C&I  Loans  vs.  CBE  Loans 

Business  loans  are  divided  into  two  cate- 
gories for  reporting  purposes,  commercial  and 
indusn-ial  (C&D  and  commercial  real  estate 
(CRE) .  Figure  1  shows  recent  developments  m 
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y/   But  the  Federal  Reserve  notes  that  the  re- ' 
cent  trend  has  been  for  the  smaller  banks  to 
expand  their  small  business  loans  the  most 
aggressively,  while  the  big  banks  have  been 
contracting  tiiis  activity.  Since  the  big  banks 
account  for  about  one-third  of  total  small  busi- 
ness lending  in  New  England,  as  noted  above 
they  are  probably  the  source  of  the  pinch    ^ 
^small  businesspeople  complain  about        ^ 
^  But  there  is  the  possibility  of  change  in  the 
wind-  Perhaps  small  business  lending  will  be 
come  more  attractive  for  the  big  banks.  The 
argument  runs  like  this.  Small  busmess  loans 
are  potentially  very  profitable  for  any  size 
bank  because  they  usually  carry  a  higher  rate 
of  interest  than  big  loans.  But  this  advantage 
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Figure  2:  Percent  Change  in  Small 
Business  Loans  by  State 
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TESTIMONY  FOR  THI  COMMITTEE  ON  SMALL  BUSIMXSS  ACCISS  TO 
CAPITAL  BEARINGS  -  February  28,  1996,  10:00  A.M. 

£i2I2&££S  QZ   CAPITAL  £QR  small  business  •. 

Small  busineee  start-ups  most  often  go  to  friends  and  family 
for  loans  to  start  their  business  after  they  have  committed 
all  of  their  own  available  savings,  and  perhaps  the  equity  in 
their  home.   They  also  use  credit  cards  and  put  earnings  back 
into  the  business  to  finance  the  growth  for  the  first  one  or 
two  years. 

SBA  loana  -  504  for  building  and/or  real  estate  acquieitlona, 
7A  programs  for  funding  to  finance  the  operations  of  the 
company;  and  also  the  Low  Doc  and  Prequalified  Loan  Programs, 
are  most  commonly  used  by  small  businesses.   In  my  experience 
SBA  guaranteed  loans  are  the  largest  source  of  funding  for 
small  business. 

Women  business  owners  who  more  often  start  service  companies 
use  their  credit  cards  extensively  and  may  also  use  the 
equity  in  their  home  and/or  loana  from  friends  and  relatives 
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to  start  and  grow  their  buoineBS.   Women  owned  buflineBsea  are 
undercapitalized  a  majority  of  the  time  and  growth  iB 
definitely  hampered  because  of  the  lack  of  funds. 

The  small  business  with  two-three  years  of  successful 
operation  can  usually  obtain  bank  loans  to  cover  operating 
expenses  and  expansion  of  their  business.   Start-ups  are 
still  generally  unable  to  obtain  bank  loans. 

There  have  been  sone  changea  in  the  trendB,  but  the  ohaxiges 
are  a  aaatter  of  degree,  not  significant  change. 

I  work  with  small  businesses  as  a  consultant,  serve  on  the 
board  of  a  small  steel  manufacturing  company  and  on  the 
board  of  a  community  bank,  as  well  as  serve  on  the  loan 
committee  of  a  that  community  bank  in  St.  Louis.   My  personal 
observation  is  that  the  availability  of  capital  to  small 
businesses  from  bank  loans  fluctuates  somewhat  with  the 
competition  for  loans  in  the  community,  cuid  the  regulatory 
environment.  .  .  i.e.   How  much  the  bank's  loan  portfolio  is 
criticized  by  the  bank  examiners.   Following  the  failure  of 
the  Savings  &  Loans,  the  regulatory  environment  was  extremely 
tight  and  critical  of  loans  made  on  any  other  basis  than 
sufficient  collateral  to  ensure  the  loan. 

Currently,  the  banking  environment  in  the  Midwest  is  very 
competitive.   And,  the  customer  does  benefit  from  the 
competition  for  deposits  and  loans. 
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Securities  of feringe  require  considerable  oaih,  no  matter  how 
simple,  and  most  small  businesses  need  cash.   I  am  one  of  the 
original  shareholders  and  on  the  Executive  Committee  of  the 
Board  of  a  Missouri  based  bank  holding  company  with  2  banking 
locations  in  northern  Missouri  and  5  banking  locations  in  the 
St.  Louis  Metropolitan  Area.   We  registered  our  stock  this 
year  and  are  now  listed  in  the  NASDAQ  Over  the  Counter  market 
because  the  legal  fees  were  in  the  $80,000  range  compared  to 
an  Initial  Public  Offering  (IPO)  cost  of  about  $1  million. 
We  will  probably  need  to  raise  additional  capital  in  the 
future  and  will  consider  an  IPO.   Lots  of  small  businesses 
I  know  would  be  happy  to  have  the  $80,000  it  cost  to  register 
stock. 

Venture  Capital  seems  to  be  available  to  certain  small 
businesses  as  seed  capital  for  start-up  and/or  growth  in 
relatively  large  amounts  of  several  million.   (Most  venture 
capital  funds  have  a  minimum  amount  in  the  millions  -  not  in 
the  thousands) .   Companies  with  break-through  technology  or 
high-potential  products,  and  in  some  instances  companies  with 
"niche"  markets,  seem  to  have  enough  potential  to  attract 
Venture  Capital  dollars.   It  is  my  observation  that  Venture 
Capital  is  not  available  to  the  mass  of  small  businesses. 

To  my  knowledge  institutional  investors,  insurance  companies, 
pension  funds  and  mutual  funds,  do  not  provide  capital  for 
small  businesses  to  any  significant  extent.   These  groups  are 
more  interested  in  making  a  few,  large  long  term  loime  to 
finance  large  projects,  buildings,  etc. 
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fiosM  raooaimandatlona  to  raplac*  govanunant  involvamant  in  tha 
rola  of  malclna  oapltal  avallabla  to  amall  bualnaaaaa. 

HR  2806  was  introduced  in  the  House  on  December  18,  1995. 
This  bill  would  amend  the  SBIC  Act  and  create  the  Venture 
Capital  Marketing  Association.   This  mechanism  would  make  it 
possible  for  email  business  loans  to  be  securitized  after  the 
FNMA  model  in  residential  housing.  We  know  how  to  do  it,  the 
laws  need  to  change  to  make  it  possible. 

Regulations  need  to  continually  be  reviewed  to  allow  banks  to 
make  loans  based  on  a  high  probability  of  repayment  because 
of  the  character  of  the  business  owner.   Collateral  should 
not  be  seen  as  the  principal  source  of  repayment.  More 
competition  among  banks,  not  less,  is  beneficial  to  the 
customer.   Obviously  banks  cannot  make  loans  that  have  a  low 
probability  of  repayment;  however,  if  banks  can  sell 
insurance,  mutual  funds,  etc.,  they  can  serve  customers 
better  and  have  more  fee  income  to  offset  lower  interest 
rates  on  loans.  Again,  the  consumer  benefits! 

Private  sources  will  fund  small  business  when  the  incentive 
and  the  mechanisms  are  in  place.   Trying  to  force  private 
sources  auch  as  banks,  venture  capital  funds,  institutions, 
etc.   to  make  loans  to  small  business  is  not  the  answer. 
Providing  the  incentive  in  a  win-win  environment  for  both  the 
small  business  and  the  private  f under  ifl  flUfi  of  the  answers. 


23-044  -  96 
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Access  to  capital.  I  feel  this  is  a  subject  that  could  be  best  covered  by  Thomas 
Pynchon  —  stream  of  conscious;  no  beginning;  no  middle  and  especially  no  end. 

As  you  know,  the  Small  Business  Legislative  Council  (SBLC)  is  a  permanent, 
independent  coalition  of  nearly  one  hundred  trade  and  professional  associations  that 
share  a  common  commitment  to  the  future  of  small  business.  Our  members  represent 
the  interests  of  small  businesses  in  such  diverse  economic  sectors  as  manufacturing, 
retailing,  distribution,  professional  and  technical  services,  construction,  transportation, 
and  agriculture.  Our  policies  are  developed  through  a  consensus  among  our 
membership.  Individual  associations  may  express  their  own  views.  For  your 
information,  a  list  of  our  members  is  attached. 

The  more  1  labor  in  the  field  of  small  business,  the  more  I  realize  that  the  capital 
problems  and  solutions  of  a  small  business  are  unique  to  each  individual  small  business 
but  common  to  all.  Start-up  or  growth,  lifestyle  or  high  tech  research,  there  are 
countless  variables  to  alter  the  equation.  A  dozen  years  ago,  1  would  have  spoken 
confidently  of  trends.  Now,  1  am  not  as  confident,  but  as  reluctant  as  1  am  to  generalize, 
it  is  a  reluctance  1  conquered  many  years  ago,  so  let's  plunge  ahead. 

There  is  no  question  the  overwhelming  number  of  entrepreneurs  begin  with  no 
previous  financial  experience  or  access  to  formal  capital. 

A  frightening  number  of  them  start  off  with  their  own  informal  capital,  rely  on 
savings,  credit  cards,  and  other  financial  sleight  of  hands,  to  finance  their  fledgling 
businesses  on  a  strictly  "cash  flow  minus"  basis.  I  use  the  term,  cash  flow  minus  basis, 
because  these  companies,  whether  or  not  ultimately  successful,  become  very  adept 
quickly  at  juggling  accounts  payable.  One  might  say  they  are  running  one  step  behind 
at  all  times,  but  they  survive. 

1  have  not  seen  any  figures  with  which  1  am  comfortable,  that  quantify  the  growth 
of  this  phenomena.  But  I  do  believe  this  source  of  capital  has  grown  significantly.  1  do 
know  that  consumer  debt  has  grown  significantly  and  also  that  it  is  much  easier  to 
secure  individual  credit  in  the  first  place  and  to  obtain  bigger  credit  lines.  Our  guess 
is  that  a  bigger  chunk  of  this  so-called  consumer  debt  is  reaUy  business  debt  than  it  was 
a  decade  ago. 
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This  informal  micro-loan  market  is  critical  to  the  current  start-up  environment. 
On  one  hand  we  could  say,  "that  is  what  it  is  all  about,  welcome  to  the  world  of  risk, 
taking."  On  the  other  hand,  it  probably  makes  the  case  for  a  greater  emphasis  on  a  more 
efficient,  formal  micro-loan  program  delivery  system. 

Your  letter  of  invitation  asked  us  to  testify  with  "an  emphasis  on  how  the  private 
sector,  rather  than  the  government,  can  meet  the  capital  needs  of  small  business  as  we 
reduce  the  burdensome  role  that  government  has  historically  played  in  the  lives  of  small 
business  men  and  women  in  this  country." 

When  you  strip  away  the  veneer,  private  sector  investment  motivation  comes 
down  to  three  things:  "It's  a  relative,"  "I'm  going  to  make  a  kilUng  on  this  sure  thing," 
or  "My  accountant  tells  me  1  can  get  one  heckuva  tax  break." 

We  cannot  do  much  about  acts  of  marriage  or  bloodlines,  and  I  know  there  are 
no  sure  things  except  death  and  taxes,  so  that  leads  me  to  the  third  option  —  private 
sector  investment  and  the  tax  code. 

Throughout  our  history  (SBLC  wUl  be  celebrating  its  twentieth  anniversary  in 
1997),  one  of  our  guiding  principles  has  been  that  the  tax  code  should  be  used  to  direct 
economic  activity  to  encourage  the  growth  of  small  businesses.  This  principle  has  led 
us  to  participate,  over  the  years,  in  debates  ranging  from  restoration  of  a  capital  gains 
rate  differential  to  the  establishment  of  a  direct  expensing  provision. 

Capital  gains  is  very  much  a  small  business  issue.  Throughout  the  life-cycle  of 
a  small  firm,  capital  gains  plays  a  vital  role.  It  contributes  to  business  continuity  and 
the  preservation  of  the  family-owned  enterprise.  While  there  will  always  be  debate  over 
whom  are  the  beneficiaries  of  a  long-term  capital  gains  exclusion,  it  is  important  not  to 
lose  sight  of  the  valuable  contribution  a  capital  gains  rate  differential  has  made  to  the 
vitality  of  the  small  business  economy  and  job  creation. 

The  role  of  capital  gains  is  most  obvious  at  the  birth  of  a  small  business.  In 
particular,  it  serves  as  a  catalyst  to  investment  by  both  the  informal  and  formal  venture 
capital  communities.  It  is  the  organized  venture  capital  market  that  seeks  out  and 
encourages  the  innovative  high-growth  firms  that  are  the  creators  of  jobs  in  our 
economy.   Studies  over  the  years  have  demonstrated  a  strong  correlation. 


65 


Venture  capital  investment  is  not  without  significant  risk,  however,  nor  is  the 
return  on  the  investment  immediate.  The  capital  gains  differential  enhanced  the  venture 
capitalist's  ability  to  take  the  risks  that  have  paid  dividends  in  the  form  of  jobs  to  the 
economy. 

Capital  gains  has  its  populist  side  as  well.  The  government's  1987  State  of  Small 
Business  Report  noted  that  informal  investors  —  friends,  relatives,  and  business 
associates  —  are  the  second  most  commonly  used  source  of  equity  capital  financing  after 
internal  financing.  The  report  stated,  "preliminary  estimates  indicate  that  total  informal 
equity  capital  investment  in  small  businesses  amounted  to  approximately  $300  billion 
in  1983."  Altruism  aside,  the  informal  network  does  expect  a  return  on  its  investment, 
and  capital  gains  has  been  a  part  of  that  equation. 

The  tax  treatment  of  capital  assets  also  has  an  impact  on  the  corporate  cost  of 
capital.  In  a  world  where  our  trading  partners  and  competitors  enjoy  a  much  lower  cost 
of  capital,  a  corporate  capital  gains  adjustment  can  help  make  us  more  competitive  in 
the  world  market  place. 

The  SBLC  has  historically  supported  the  concept  of  allowing  small  business 
owners  and  investors  to  defer  or  roll  over  their  gains  if  they  hold  their  investment  in  a 
small  business  for  a  longer  period  of  time,  and /or  reinvest  the  proceeds  in  small 
business.  Such  a  proposal  has  been  prominent  in  all  three  White  House  Conferences  on 
Small  Business. 

Second,  depending  on  the  assets  involved  and  the  tax  status  of  the  business, 
expansion  of  the  direct  expensing  provision  of  the  tax  code.  Section  179,  will  provide 
more  opportunities  for  small  business  to  invest  in  capital  purchases.  Currently, 
Section  179  allows  small  businesses  to  write  off  the  first  $17,500  of  such  purchases  in  the 
first  year.  SBLC  was  among  the  most  prominent  private  sector  advocates  of  Section  179 
when  it  was  considered  and  enacted  by  Congress  in  1981.  Small  business  "finances" 
many  of  its  capital  asset  investments  from  retained  earnings.  Waiting  five  or  seven  years 
to  recover  that  investment  is  a  significant  deterrent  to  further  growth  and  expansion. 
Again,  this  proposal  was  prominent  in  all  three  White  House  Conferences. 
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Retained  earnings  are  absolutely  critical  to  small  business.  In  the  1970s  when 
changes  were  made  to  the  corporate  rate  structure,  the  impact  on  small  business  was 
addressed  by  creating  a  graduated  corporate  rate  structure.  At  the  time.  Congress 
acknowledged  the  importance  of  allowing  small  businesses  the  opportunity  to 
accumulate  those  earnings. 

There  remain  hard  feelings  about  the  1993  Omnibus  Budget  Reconciliation  Act 
among  those  successful  small  businesses  that  do  business  as  S  Corporations.  They  felt 
the  sting  of  the  increase  in  the  top  individual  rates.  The  short  term  obvious  salve  is  to 
reduce  those  rates,  but  I  believe  the  long  term  access  to  capital  issue  suggests  that  we 
need  to  rethink  how  we  tax  small  business  income.  Every  time  we  get  into  a  "class 
warfare"  debate  and  whether  to  increase  taxes  for  the  wealthy,  small  businesses  are 
pulled  in  through  their  S  Corporation  status.  We  need  to  find  a  way  to  make  a 
distinction  between  personal  wealth  and  business  income. 

One  might  say,  "Well  why  don't  these  small  businesses  simply  become 
C  Corporations."  The  answer  is  there  are  other  distinct  advantages  to  the  tax  treatment 
of  S  Corporations  depending  on  their  point  in  the  life  cycle  of  the  business.  We  need 
to  find  a  way  to  retain  those  advantages  without  penalizing  them  as  innocent  bystanders 
in  the  "class  warfare"  debates. 

Moving  from  the  impact  of  tax  policy  on  access  to  capital,  I  would  like  to  focus 
on  federal  programs  that  increase  private  sector  investment  by  leveraging  limited 
government  resources. 

We  have  always  been  strong  supporters  of  the  equity  investment  programs  of  the 
Small  Business  Administration  (SBA). 

We  accept  the  thesis  that  job  creation  and  innovation  are  the  basis  for  taxpayer 
risk  taking  through  these  programs.  We  are  satisfied  that  the  successes  have  offset  the 
losses  over  the  years.  Equity  in  the  $250,000  to  $3  million  range  is  the  life  blood  of  new 
business  and  is  hard  to  come  by.  The  broader  venture  capital  community  appears  to 
have  moved  beyond  the  traditional  small  business  investment.  It  appears  to  us  the 
venture  capital  community  is  "doing"  bigger  deals  (e.g.,  $10  million),  more  conservative 
investments,  and  more  foreign  investments.  The  Small  Business  Investment  Companies 


67 


(SBICs)  stand  out,  more  than  ever,  as  the  source  of  capital  to  the  entrepreneurial  base 
of  this  country. 

We  believe  we  have  entered  an  exciting  new  era  for  the  SBIC  program  with  the 
changes  made  by  Congress  in  1992.  In  terms  of  capital  formation,  more  private  capital 
($475  million)  has  been  invested  in  SBICs  in  the  last  two  years  than  in  the  last  decade. 
We  understand,  for  example,  that  the  New  Hampshire  Employee  Retirement  Fund  is  an 
investor  in  an  SBIC.  As  I  will  note  below,  we  are  convince  that  public  and  private 
pension  funds  are  an  untapped  source  of  capital  for  small  businesses. 

As  has  been  widely  reported  already,  the  participating  securities  SBIC  program 
has  already  produced  a  profit  dividend  for  the  government,  and  more  are  on  the  way. 

At  this  point,  our  assessment  is  that  the  taxpayer's  investment  in  the  SBIC  is  a 
good  one,  and  the  best  thing  we  can  do  is  ensure  reasonable  growth  and  stability  for  the 
program.  In  this  budget  era,  that  is  no  small  feat,  but  we  do  believe  it  is  worthwhile  to 
aspire  to  those  twin  goals.   It  is  a  public-private  partnership  that  is  working. 

I  wish  I  could  be  as  sanguine  about  the  loan  programs  of  the  SBA,  essentially  the 
guaranteed  loan  program.  I  know  you  have  often  heard  me  tell  that  story  about  SBLC 
and  the  telephone  book.  We  often  get  calls  meant  for  SBA  because  we  are  one  of  the 
few  private  sector  groups  listed  in  the  business  section  that  begins  with  the  words  "small 
business." 

I  can  tell  you  from  those  telephone  calls,  notwithstanding  government 
downsizing,  there  are  a  lot  of  would-be  entrepreneurs  and  small  business  owners  who 
believe  the  government  should  be  a  lender  of  first  resort  rather  than  a  lender  of  last 
resort. 

I  do  believe  the  government  can  perform  a  role,  but  only  as  a  lender  of  last  resort. 
The  marvelous  thing  about  an  SBA  loan  is  its  term.  Yes,  it  is  not  cheap  money,  but  for 
a  business  living  from  hand  to  mouth,  SBA  loans  do  not  make  the  crushing  dent  in  cash 
flow  that  other  debt  might  produce.  On  balance,  I  believe  it  is  a  very  useful  program 
but  I  emphasize  again  that  the  government  should  be  the  lender  only  of  last  resort,  and 
that  the  program  should  not  function  as  a  convenient  profit  center  for  some  lenders.  I 
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know  you  have  been  working  hard  to  make  adjustments  to  the  program,  and  I  hope  are 
succeessful  in  putting  the  intent  of  the  program  back  in  perspective. 

For  businesses  "up  and  running,"  working  capital  for  inventory  and  payroll  is  the 
principal  concern  of  the  day.  Cash  flow  is  king.  I  cannot  tell  you  how  many 
conversations  I  have  had  with  small  business  owners  over  the  last  months  who  describe 
a  changing  sales  pattern.  We  seem  to  be  moving  to  an  economy  of  "fits  and  starts."  The 
sales  chart  is  one  with  higher  spikes  and  deeper  valleys.  At  the  end  of  the  year,  the 
proverbial  bottom  line  may  be  a  profitable  one,  but  the  journey  there  is  marked  by  more 
intensive  activity  and  deeper  lulls  than  ever  before.  And  this  is  true  regardless  of  sector. 

For  awhile,  it  appeared  the  lending  community  was  puthng  the  squeeze  on  lines 
of  credit  and  other  such  working  capital  financing.  Four  years  ago,  this  was  a  major 
concern  for  us  and  we  were  convinced  this  was  due  either  to  the  reality  of,  or  perceived 
concern  regarding,  excessively  stringent  bank  regulation.  I  do  not  get  that  same  sense 
of  urgency  now.  Most  of  the  changes  that  have  been  made  to  ease  up  on  bank 
regulation  seem  to  have  bore  fruit,  at  least  with  respect  to  this  specific  type  of  capital. 
Trade  credit  is  also  an  important  element  of  such  capital.  At  the  present  time,  our 
impression  is  this  credit  is  also  loosening  somewhat  (whether  by  choice  or  reality  is 
another  matter). 

We  have  long  been  supporters  of  the  community  bank.  I  do  not  care  what 
anybody  else  says,  I  do  not  believe  we  will  ever  see  the  day  someone  produces  the 
perfect  software  to  evaluate  a  small  business  loan.  There  are  a  lot  of  small  business 
ventures  out  there  that  you  have  to  feel,  taste,  and  kick.  Instincts  still  are  an  important 
part  of  the  equation. 

Community  banks  are  locally  owned  and  operated.  They  have  local  boards  of 
directors  that  have  the  interests  of  the  local  economy  at  heart.  Their  officers,  who  are 
typically  long-time  residents  of  their  areas  know  the  individuals  and  their  families.  They 
are  willing  to  make  loans  based  on  the  character  of  the  applicant,  and  not  just  the 
numbers.  This  counts  for  a  lot  when  a  young  person,  woman,  business,  or  minority 
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owner  —  who  may  not  have  extensive  business  experience  or  credit  history  —  comes  in 
for  a  loan. 

The  statistics  bear  out  this  community  bank  role.  Bank  Call  Report  data  shows  that 
banks  with  less  than  $100  million  in  assets  make  up  10  percent  of  banking  deposits,  but 
those  same  banks  make  28.2  percent  of  the  loans  under  $100,000.  Financial  institutions 
with  assets  of  less  than  $300  million  lend  the  majority  of  dollars  in  amounts  of  less  than 
$250,000  (45.6  percent),  and  the  loans  that  small  businesses  rely  upon. 

One  of  the  top  priorities  of  small  businesses  over  the  past  15  years  has  been  to 
have  a  creditor  that  knows  the  business  person  and  his  or  her  business.  Community 
bankers  meet  this  priority  by  being  an  integral  presence  in  the  community  —  one  well 
acquainted  with  the  businesses  in  the  community  and  their  owners.  Local  bankers  have 
an  incentive  to  consider  the  interests  of  the  towns  and  cities  where  they  live  and  where 
their  banks  do  business.  Community  banks  also  have  the  power  to  respond  to  the  needs 
of  the  small  business  by  being  flexible  and  adaptable  to  their  needs  —  because  they  are 
not  constrained  by  policies  set  by  managers  in  offices  hundreds  of  miles  away. 

Our  sense  is  that  modest  "growth  and  expansion"  debt  financing  is  more  readily 
available  today.  There  are  a  variety  of  state  and  local  vehicles  for  securing  this  financing 
and  generally  there  is  more  substantial  collateral  available.  I  am  not  prepared  to  say  the 
supply  of  this  capital  is  adequate,  but  compared  to  other  capital  needs  this  type  of  help 
appears  to  be  more  abundant. 

We  are  certain  we  can  do  more  to  encourage  the  investment  of  pension  funds  into 
small  businesses.  Without  jeopardizing  the  integrity  and  soundness  of  hard-earned 
retirement  funds,  perhaps  we  should  examine  the  standards  we  apply  in  such  situations. 
If  I  am  not  mistaken,  some  creative  thinking  could  be  applied  to  how  much  and  what 
type  of  non-qualifying  assets  pension  managers  are  allowed  to  invent,  to  expand  access 
to  this  capital. 

1  hope  this  gives  you  some  sense  of  what  the  current  capital  situation  looks  like 
to  us  and  what  we  can  do  to  facilitate  access  to  capital  through  the  private  sector. 
Thank  you. 
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Madame  Chairman  and  Members  of  the  Committee: 

Good  morning.  My  name  is  Bob  Smith,  and  I  am  a  partner  in  Spero-Smith  Investment 
Advisers,  Inc.  Cleveland,  Ohio.  I  am  Chairman  of  the  Credit  &  Capital  Formation 
Committee  v\/ithin  National  Small  Business  United,  and  I  also  serve  on  the  board  of  The 
Council  of  Smaller  Enterprises  of  the  Greater  Cleveland  Growrth  Association,  which  is  the 
largest  local  small  business  organization  in  the  nation  and  a  member  of  National  Small 
Business  United.  I  very  much  appreciate  the  opportunity  to  testify  today  on  the  vital  issue 
of  access  to  capital  for  the  nation's  smaller  businesses.  As  a  small  business  owner,  and 
a  financial  adviser  to  small  businesses,  I  can  tell  you  that  the  importance  of  small 
business  capital  formation  and  financing  cannot  be  overstated.  But  since  it  is  routinely 
ignored,  we  are  especially  grateful  that  this  hearing  is  occurring  today. 

We  sincerely  commend  you  and  the  other  members  of  the  Committee  in  placing  a  high 
priority  on  this  extremely  important  area  of  policy.  It  may  seem  redundant  to  say  it 
because  it  is  now  generally  well-understood,  but  let  me  reiterate  it  once  more;  Continued 
economic  growrth,  especially  that  which  will  create  job  growrth,  will  be  dependent  on  a 
strong  and  vital  small  business  sector.  Without  small  business  leading  the  way,  economic 
growth  will  stall,  ensuring  economic  dysfunction  for  an  extended  period. 
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In  the  long-run,  small  business  must  be  able  to  obtain  affordable  long-term  capital  for 
renewal  of  physical  assets,  training  of  the  workforce,  conversion  of  technologies  into 
useful,  competitive  products,  and  for  research  and  development  of  new  technologies. 
Since  World  War  II  there  has  been  a  chronic  shortage  of  affordable  long  tenn  capital  for 
small  and  medium-sized  companies  in  the  United  States.  This  shortage  has  improved 
after  having  been  especially  acute  in  the  late  1980s  and  early  1990s.  At  that  time,  vahous 
regulatory  and  economic  forces  caused  the  U.S.  financial  institutions  to  become  even 
more  risk-averse  than  they  would  be  normally.  So,  while  the  credit  and  capital  formation 
situation  is  certainly  better  for  small  business  now  than  it  has  been,  it  could  certainly  stand 
improvement,  preferably  before  the  next  "credit  crunch". 

I.         General  Comments  on  Small  Business  Financing 

The  nation's  community  of  small  businesses,  now  numbehng  almost  20  million,  is  unique 
in  the  world,  in  its  size,  its  makeup,  and  its  vitality  (with  respect  to  business  formations 
and  failures,  the  risks  taken,  and  the  productivity  and  innovation  exhibited  year  after 
year).  Indeed,  even  if  the  industrialized  world  forms  the  triad  of  multi-trillion  dollar 
economic  blocs  that  some  economists  and  futurists  predict,  the  U.S.  will  have  one  "ace" 
that  neither  Europe  nor  Japan  have;  a  dynamic  and  diverse  small  business  community 
that  is  the  "engine"  of  job  growrth.   But  we  must  have  national  policies  which  encourage 
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(or  at  least  do  not  discourage)  small  business  growth  if  that  advantage  is  to  last  over  time. 
Ensuring  adequate  access  to  credit  and  capital  is  one  of  the  most  critical  needs  small 
business  will  have  in  that  respect. 

However,  the  very  size  and  diversity  of  the  small  business  community  challenges  pubii'' 
policymakers  when  they  seek  to  address  one  or  another  facet  of  small  businesses'  np  jS. 
This  is  especially  true  in  finance,  as  the  types,  amounts,  frequency  and  even  the  fonn  of 
financial  requirements  vary  widely  within  the  sector.  Of  the  country's  20  million  small 
firms: 

•  More  than  15  million  are  unincorporated  companies,  such  as  sole  proprietorships  and 
independent  contractors  that  have  no  additional  employees;  and 

•  About  5  million  have  at  least  one  additional  full-time  employee  and  range  up  to  500 
employees. 

The  first  group  has  a  high  birth/death  rate,  usually  has  initial  financing  from 
owner/proprietor  capital  and  derives  operating  capital  from  ongoing  profit/cash  flow, 
supplemented  by  micro-loans,  either  from  local  banks  or,  more  recently,  individual  credit 
cards.  The  second  group  contains  within  it  companies  with  a  broad  variety  of  business 
plans,  cultures  and  owner  aspirations  regarding  expected  financial  payback. 
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Some  small  businesses  "lifestyle"  companies  in  which  the  owners  derive  financial 
payback  on  a  year-to-year  basis  from  the  cash  flows  generated  by  the  firms.  Usually 
these  are  relatively  closely-held  companies  and  rely  on  bank  financing  to  supplement  the 
company  profits.  Generally  there  is  little  interest  in  utilizing  equity  as  a  fund-raising  device 
(except  as  security  for  loans);  even  if  there  were  interest  by  the  owners,  there  would  be 
little  interest  by  outside  investors,  except  as  an  acquisition.  Most  of  these  firms  are  kept 
within  a  family  or  are  sold  to  another  entity  (or  the  employees)  when  the  owners  want  to 
cash  out. 

Another  group  of  small  businesses  are,  to  one  degree  or  another,  growth  companies 
where  the  owners  intend  to  realize  their  financial  payback  via  the  increased  valuation  of 
the  company  stock.  Owner  liquidity  is  derived  either  from  public  offerings  or  sale  of  the 
business;  less  frequently,  dividends  provide  added  ongoing  shareholder  return.  These 
firms  can  be  of  interest  to  outside  investors,  public  or  private.  Public  investors  derive 
payback  via  increased  share  values  and  dividends.  Private  investors  expect  their 
paybacks  via  increased  share  valuation  and,  in  some  cases,  payouts  to  preferred 
stockholders.  The  investors'  desired  liquidity  is  derived  from  various  "exit"  schemes, 
including  public  offerings,  sale  of  the  company  and  ESOPs,  among  others. 
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It  is  important  to  review  these  small  business  charactenstics  because  the  types  of 
financing  mechanisms  available  to  small  enterprises  vary  with  their  operating  goals, 
characteristics  and  owner  aspirations. 

II.         Survey  Results 

According  to  a  survey  of  the  small  business  community  sponsored  by  NSBU  and  the 
Arthur  Andersen  Enterphse  Group  conducted  during  the  spring  of  1995  (1996  results  will 
be  released  in  June),  nearly  one  third  of  small  businesses  used  no  outside  financing  in 
the  previous  year.  Of  those  that  did  use  outside  funds,  bank  loans  were  by  far  the  most 
popular  means.  Thirty-six  percent  of  businesses  with  fewer  than  20  employees  had 
commercial  bank  loans,  but  68  percent  of  those  with  20-99  employees  had  commercial 
bank  loans,  and  70  percent  of  those  with  100-500  employees  had  commercial  bank 
loans.  But  the  smallest  businesses  used  other  sources  of  credit  not  used  by  the  larger 
businesses.  For  those  with  fewer  than  20  employees,  17  percent  had  personal  loans, 
and  27  percent  used  credit  cards  as  a  form  of  financing. 

In  addition  to  a  far  greater  utilization  of  commercial  loans,  the  larger  companies,  not 
surprisingly,  were  far  more  likely  to  utilize  the  issuance  of  stock,  selling  of  accounts 
receivable,  or  leasing  to  satisfy  their  capital  needs.  Moreover,  these  larger  (though  small) 
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companies  were  half  as  likely  as  their  smallest  counterparts  to  have  used  no  financing  in 
the  previous  year  (15  percent  to  30  percent,  respectively).  We  have  attached  a  full  copy 
of  the  Financing  section  of  these  survey  results  in  the  attached  appendix. 

These  results  show  the  diversity  of  small  businesses.  Small  businesses  cut  across  the 
full  range  of  business  types.  For  this  reason,  Madame  Chairman,  financing  of  small 
businesses  must  be  looked  upon  as  multi-faceted,  not  as  a  monolithic  problem  to  be 
solved  with  a  single  panacea  or  "silver  bullet."  If  we  are  to  take  steps  to  improve  the 
ability  of  small  businesses  to  have  affordable  access  to  credit  and  capital,  it  needs  to  be 
through  a  series  of  small  progressive  steps.  No  single  approach  can  possibly  satisfy  the 
full  range  of  small  business  needs. 

III.        Small  Businesses  and  Banks 

Banks  are  unquestionably  the  single  most  important  financing  source  for  small 
businesses.  But  during  the  last  20  years,  the  relationship  of  small  businesses  and 
bankers  has  undergone  substantial  change,  and  this  change  has  been  both  good  and 
bad.  On  the  hand,  there  are  now  many  more  potential  avenues  for  small  businesses  to 
obtain  financing  than  there  were  in  the  past.  However,  the  relationship  that  many  small 
business  owners  had  with  their  banks  has  badly  deteriorated  or  disappeared. 
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Over  the  last  few  years,  there  has  been  an  enormous  concentration  of  investment  capital 
into  the  hands  of  institutional  investors.  This  concentration  is  happening  at  the  same  time 
that  the  banking  industry  is  consolidating.  In  1980,  there  were  12,600  U.S.  banks.  By 
1990,  there  were  only  9,600  banks.  This  trend  toward  consolidation  continues  unabated 

Some  of  this  consolidation  has  been  driven  by  government  regulations.  Given  the 
numerous  regulations  burdening  banks,  there  are  certain  economies  of  scale  that  are 
created.  Whatever  the  reasons,  small  businesses  are  now  more  likely  to  be  faced  with  an 
institutional  mentality  that  makes  "objective"  decisions  about  loans  based  upon  a  set 
formula.  Given  the  diverse  nature  of  the  smallest  businesses,  such  a  system  obviously 
puts  them  at  a  disadvantage.  This  disadvantage  will  continue  to  be  compounded  in  the 
future  as  small  businesses  seek  ways  to  lure  the  enormous  capital  pools  of  institutional 
investors.  These  investors  are  most  likely  to  invest  in  a  secondary  market  that  securitizes 
small  business  loans  or  investments.  The  criteria  demanded  for  these  investments  is 
likely  to  be  even  greater  than  at  present  for  loans.  So,  for  growth-oriented  firms  that  are 
beyond  the  start-up  phase,  the  credit  and  capital  future  is  not  so  glum.  However,  for  the 
typical  member  of  the  small  business  community,  fighting  to  survive,  more  access  to 
capital  is  needed. 
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While  we  are  often  skeptical  of  more  government  programs  to  solve  small  business 
problems,  we  have  also  been  encouraged  by  the  (growing)  success  of  the  SBA  7(a)  loan 
program.  As  that  program  has  been  increasingly  privatized  over  the  last  few  years,  its 
success  in  meeting  small  business  loan  demand  has  been  marked.  Certainly  the 
guaranteed  loan  program  helped  to  mitigate  the  recent  credit  crunch,  and  has  been  a 
crucial  link  in  the  improving  credit  environment  for  small  businesses  today.  Chairman 
Meyers,  you  have  played  a  crucial  role  in  designing  the  program  as  it  works  today,  and 
we  are  very  grateful  that  you  have  kept  the  needs  of  small  businesses  foremost  in  your 
mind.  This  7(a)  program  is  one  that  works. 

IV.       Potential  Solutions 

Perhaps  the  single  most  important  action  that  could  be  taken  to  encourage  investment  in 
small  businesses  is  the  enactment  of  capital  gains  incentives  that  reward  long-term 
investment.  NSBU  certainly  supports  the  broad-based  capital  gains  tax  relief  that  is 
currently  on  the  table,  but  we  would  rather  see  an  approach  that  lowers  rates  as  the 
holding  period  increases.  This  approach  would  greatly  encourage  long-tenm  investment 
and  encourage  investment  in  small  businesses.  Investors  in  small  businesses  cannot 
expect  quick  returns  or  regular  dividends.    Instead,  such  investments  are  rewarded  by 
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long-term  capital  gains  at  the  point  of  sale.  Lowering  taxes  on  the  those  long-term  gains 
encourages  investment  in  small  businesses. 

Such  tax  reform  could  also  encourage  additional  venture  capital  backing  of  small 
business.  But  there  is  also  another  important  avenue  for  small  businesses  to  attract 
equity  investment:  The  Small  Business  Investment  Company  (SBIC)  program.  We  at 
NSBU  think  it  is  finally  time  to  begin  considering  a  privatization  of  the  SBIC  program,  in 
order  to  improve  small  business  access  to  this  excellent  source  of  capital.  We  think  there 
is  reason  to  believe  that  increased  privatization  of  the  program  w/ill  open  up  additional 
capital  sources  for  new  markets.  We  congratulate  Congressman  Torkildsen  on  his  new 
bill  to  accomplish  these  goals,  and  we  hope  that  we  can  work  with  him  to  continue  to 
develop  these  ideas. 

I  believe  the  other  two  areas  where  we  still  need  significant  improvement  for  small 
businesses  involve:  1)  increased  bank  lending  and  2)  new  avenues  for  institutional 
investments. 

Increased  bank  lending  will  be  difficult  to  achieve,  and  I  am  not  sure  that  any  changes  in 
federal  regulation  or  policy  are  the  most  important  components  of  increased  bank  lending. 
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Instead,  it  is  probably  time  to  challenge,  or  at  least  examine,  big  banks'  new  promises  to 
increase  lending  to  small  businesses. 

We  currently  have  on  the  books  a  law  that  requires  banks  to  report  on  their  small 
business  lending  activities,  and  the  SBA  Office  of  Advocacy  has  done  a  fine  job  of 
compiling  and  publishing  those  results.  It  is  probably  time  for  organizations  like  NSBU-or 
even  better,  local  organizations  such  as  COSE-to  take  a  serious  look  at  those  statistics 
and  compare  them  to  the  promises  now  being  made  by  big  banks.  A  good  analysis 
which  is  widely  distributed  could  keep  small  business  lending  on  the  front  burner  for  many 
big  banks.  We  must  also  ensure  that  this  reporting  requirement  is  not  repealed.  We  want 
to  thank  you,  especially  Mrs.  Meyers,  for  your  efforts  last  year  to  keep  this  reporting 
requirement  in  place.  It  is  crucial  information. 

One  major  source  of  small  business  capital  lies  largely  untapped:  institutional  investment. 
Mostly  made  up  of  pension  fund  investments,  these  funds  are  invested  almost 
everywhere  but  in  small  businesses.  The  major  reason  for  this  lapse  is  that  these 
investments  do  not  have  marketability  or  liquidity.  The  most  promising  way  to  attract 
institutional  investment  into  small  business  appears  to  be  to  create  a  securitization  device 
which  can  pre-package  small  business  loans  and  sell  them  into  secondary  markets. 
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Direct  investment  of  funds  into  individual  small  businesses  is  probably  unrealistic,  as  far 
as  we  can  tell. 

Legislation  which  passed  in  the  last  Congress  attempted  to  reduce  the  regulatory 
impediments  which  stand  in  the  way  of  increased  securitization  of  small  business  loans. 
Despite  this  legislation,  we  have  seen  little  evidence  that  private  securitization  efforts 
have  taken  hold.     It  is  probably  time  to  examine  this  issue  more  closely  in  order  to 
determine  what  else  could  be  done  to  facilitate  those  efforts. 

V.        Conclusion 

In  this  statement  we  have  only  lightly  touched  upon  some  of  the  complex  issues  that  arise 
in  the  small  business  credit  and  capital  arena.  We  hope  you  will  be  able  to  explore  many 
of  these  issues  in  more  depth  in  your  upcoming  series  of  hearings.  Please  remember 
that  the  small  business  community  is  a  very  diverse  sector,  with  many  different  needs. 
We  must  have  a  financing  system  which  provides  many  different  avenues  for  different 
sorts  of  businesses  to  finance  new  ventures.  We  hope  to  continue  to  work  with  you  on 
these  issues  and  to  provide  whatever  input  you  might  find  valuable.  Thank  you. 


83 


Arthur 
Andersen 

Enterprise 
Group 


^^^^H^^^^l 

r'vi 

Survey  of  Small 
and  Mid-Sized 
Businesses 

^ 

Trends  for  1995 

^     ■■■■*--' 

National  Small  Business  United      J^^-fLUJiy 

Foreword 


84 


We  are  pleased  to  provide  you  with  the  findings  of  our  fourth  annual  Survey  of  Small 
and  Mid-Sized  Businesses.  We  hope  you  will  agree,  this  survey  is  one  of  the  most 
comprehensive  of  its  type,  and  it  yields  information  that  simply  is  not  available  elsewhere. 

The  survey  is  part  of  our  ongoing  effort  at  Arthur  Andersen's  Enterprise  Group  and 
National  Small  Business  United  to  understand  and  represent  the  concerns  of  the  nation's 
economic  engine. 

The  scope  of  this  market  is  vast,  and  it  represents  an  incredibly  diverse  group  of 
businesses.  For  this  reason,  you  will  find  many  of  the  findings  reported  in  this  booklet 
broken  down  by  company  size,  age,  region,  industry  and  rate  of  growth.  It  is  our  intent 
to  provide  an  insightful  look  into  this  market. 

The  findings  of  this  survey  are  presented  to  the  media  and  key  policy-makers  in  the 
administration  and  Congress.  They  also  are  distributed  to  small  and  mid-sized  businesses 
across  the  nation  including:  NSBU  member  businesses,  Arthur  Andersen  Enterprise 
Group  clients,  survey  participants  and  others. 

As  the  history  of  this  survey  builds,  we  will  continue  to  identify  and  follow  trends  in  the 
small  and  mid-sized  business  community.  By  continuing  to  share  knowledge  we  hope  to 
build  a  common  understanding  that  will  guide  federal  policy-making  and  private-sector 
initiatives  to  support  our  nation's  economic  growth. 


Nancy  C.  Pechloff  Gary  B.  Kushner 

Managing  Director  Chairman 

Arthur  Andersen's  National  Small 

Enterprise  Group  Business  United 

1010  Market  Street  1155  15th  Sh-eet,  Suite  710 

St.  Louis  MO  63101  Washington  DC  20005 

314  425  9257  202  293  8830 
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Executive 
Summary 


Their  economic  outlook  is  positive.  Their  expectations  for  growth  are  the  highest  in  four 
years.  Their  access  to  capital  has  improved.  And,  their  challenges  to  growth  and  survival 
have  abated,  somewhat. 

Is  this  a  year  of  roses  for  the  owners  and  executives  of  small  and  mid-sized  businesses? 

The  economic  data  on  the  first  few  pages  of  this  booklet  offer  a  mostly  affirmative  response. 
However,  amidst  an  improving  economic  landscape,  there  are  several  significant  challenges. 
Not  surprisingly,  small  and  mid-sized  businesses  have  taken  several  steps  to  keep  their 
economic  prospects  strong. 

The  Labor  Challenge 

Labor  issues  dominated  the  list  of  growing  challenges  this  year.  Specifically,  labor  costs, 
lack  of  qualified  workers  and  the  cost  of  training  workers  are  being  cited  as  significant 
challenges  by  a  groviang  number  of  businesses.  And,  fast-growing  companies  are  finding 
it  particularly  difficult  to  find  qualified  employees  Findings  include: 

•  Twenty-five  percent  cite  "lack  of  qualified  workers"  among  their  most  significant 
challenges,  up  from  20  percent  in  1994  and  13  percent  in  1993. 

•  Labor  costs  rank  as  the  second  most  significant  challenge  for  small  and  mid-sized 
business  owners. 

The  Cash  Flow  Problem 

This  year,  approximately  three-quarters  of  small  and  mid-sized  businesses  were  able 
to  obtain  adequate  financing.  Yet,  a  hidden  challenge  may  lie  just  around  the  comer. 
Despite  opHmisfic  forecasts,  many  growing  companies  run  into  financial  trouble. 
Why?  Management  often  underestimates  the  financing  required  to  support  the 
company's  growth. 

Witness  this  year's  survey  findings.  They  reveal  that  companies  vi/ith  adequate  financing 
perform  much  better  than  do  their  inadequately-financed  c&unterparts.  Yet,  inadequately- 
financed  companies  are  predicting  about  the  same  levels  of  growth  for  the  coming  year. 
Findings  include; 

•  Last  year,  revenues  grew  an  average  of  4.8  percent  at  adequately-financed  small 
and  mid-sized  businesses,  but  only  1.4  percent  at  companies  that  say  they  are 
inadequately  financed. 

•  Inadequately-financed  companies  project  the  same  level  of  sales  growth  next 
year  as  the  adequately- financed  comparues,  6.3  percent. 

The  Cost  of  Health  Care 

The  health  care  crisis  is  not  as  top  of  mind  as  it  was  a  year  ago.  Twenty-four  percent  of 
small  and  mid-sized  business  owners,  down  from  42  percent  in  1994,  list  health  care 
insurance  benefits  among  their  most  significant  challenges  to  growth  and  survival.  A 
slowdown  in  the  rate  of  premium  increases  may  offer  some  explanation.  The  average 
increase  in  premiums  was  9  percent  in  1995,  substantially  less  than  the  14  percent 
reported  in  1994,  22  percent  in  1993  and  21  percent  in  1992.  However,  insurance-related 
costs  continue  to  outpace  inflafion  and  are  one  of  the  main  contributors  to  labor  costs. 
And  labor  costs  are  one  of  small  and  mid-sized  businesses  greatest  challenges. 

International  Expansion 

More  than  ever,  small  and  mid-sized  businesses  are  going  global.  Twenty-six  percent 
now  export  their  goods,  a  significant  increase  from  20  percent  in  1994  and  16  percent  in 
1993.  Importing  activity  is  also  on  the  rise.  The  companies  most  likely  to  export  are  also 
grovnng  the  most  rapidly  -  reporting  nearly  twice  the  increase  in  sales,  profits  and  hiring 
as  small  and  mid-sized  businesses  on  average. 

Technology  Implementation 

Fast-growing  comparues  are  really  taking  advantage  of  new  technologies.  Nearly  six  in  10 
of  those  companies  that  grew  their  workforce  by  10  percent  or  more  also  upgraded  their 
computer  systems.  And,  small  and  mid-sized  businesses  overall  are  plugging  in,  with  80 
percent  using  computers,  30  percent  planning  major  upgrades  next  year,  22  percent  using 
on-line  services  and  13  percent  regularly  accessing  the  Internet. 
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America's  economic  engine. 

For  years,  small  and  mid-sized  businesses  have  been  identified  as  the  engine  of  our 
economy  -  an  essential  ingredient  for  a  strong  and  vibrant  future.  As  our  economy 
changes,  small  business  continues  to  grow  and  change  too.  Today,  approximately  20  million 
businesses  in  the  United  States  are  identified  as  "small  businesses,"  companies  that 
employ  fewer  than  500  people. 

It  is  clear  that  the  future  health  of  the  U.S.  economy  depends  on  small  business  since  they: 

•  Employ  almost  60  percent  of  American  workers. 

•  Provide  two-thirds  of  initial  jobs  and  most  of  the  initial  on-the-job  training  in 
basic  skills. 

•  Contributed  to  an  economic  recovery  by  creating  the  nation's  net  new  jobs  for  the 
period  1987  to  1993. 

•  Account  for  52  percent  of  all  sales  in  the  United  States. 

•  Provides  half  of  private  sector  product. 

•  Increased  in  number  by  49  percent  since  1982  in  the  United  States. 

Although  small  and  mid-sized  businesses  are  an  important  generator  of  the  U.S.  economic 
acHxity,  they  still  face  many  burdens  that  limit  their  potential.  During  the  3rd  White  House 
Conference  on  Small  Business,  June  11  -  15, 1995,  thousands  of  small  business  owners 
serving  as  delegates  made  their  concerns  known  to  the  Qinton  Administiation  and 
Congress.  Through  their  recommendations  on  issues  ranging  fiom  capital  formation  to 
regulation  and  paperwork,  WHCSB  delegates  hope  to  open  doors  of  opportunity  and 
growth  for  the  small  business  community. 

With  all  the  contributions  small  and  mid-sized  businesses  have  made  to  the  economy, 
there's  little  to  doubt  that  they  are  indeed  America's  economic  engine. 


Sources 

The  State  of  Small  Business,  SBA  Washington:  1994. 
National  Small  Business  United,  Washington:  1993. 
Who's  Creating  Jobs?,  Cognetics,  Inc.  1994  Edition. 
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Arthur  Andersen  s  Enterprise  Group  and  National  Small  Business  United  contracted 
with  L.C.  Williams  &  Associates,  Inc  of  Chicago,  to  conduct  a  nationwide  research 
study  of  small  and  mid-sized  businesses. 

A  survey  was  mailed  to  8,550  small  and  mid-sized  business  owners  across  the 
United  States  To  learn  more  about  the  different  segments  withm  this  population  we 
employed  a  stratified  random  sample  in  which  an  equal  number  of  surveys  went  to 
businesses  with  1-19,  20-99  and  100-499  employees.  Within  each  group,  businesses 
were  selected  randomly. 

A  total  of  919  completed  surveys  were  returned  to  L.C.  Williams  &  Associates  in  May  1995. 

Percentages  reported  in  the  survey  have  been  computed  from  a  "valid  case  base"  which 
excludes  minimal  levels  of  non-response  on  an  item-by-item  basis.  The  1994  and  1993 
suri'cys  employed  the  same  methodology  - 1992  percentages  that  appear  in  this  year's 
study  were  recomputed  to  exclude  non-response. 

To  ensure  that  the  survey  results  represented  a  proper  distribution  by  company  size  for 
the  small  and  mid-sized  business  market,  the  results  were  weighted  by  the  mt>st  current 
U.S.  Bureau  of  the  Census  business  establishment  data.  The  charts  throughout  this 
report  are  based  on  these  weighted  percentages. 

The  following  demographic  information  is  based  on  the  weighted  sample  of  businesses 
that  responded  to  the  survey.  For  reference  purposes,  the  percentage  of  actual 
respondents  (unweighted)  is  also  included. 
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Revenues  for  most  recent  fiscal  year 
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Economic  Outlook  Improves 

Percentage  of  respondents  who  expect 
an  increase  in  revenues,  profits,  em- 
ployees and  employee  compensation 


More  small  and  mid-sized  businesses 
expect  an  increase  in  revenues,  profits, 
employees  and  employee  compen- 
sation this  year  than  last.  In  fact,  there 
has  been  a  consistent  upward  trend  in 
these  forecasts  over  the  last  four  years. 
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Expected  Level  of  Growth 

Expected  percentage  change  in  rev- 
enues, profits,  employees  and 
employee  compensation  in  1993, 
1994  and  1995 


With  respect  to  the  amount  of  growth, 
on  average,  small  and  mid-sized 
businesses  forecast  a  6.4%  increase  in 
revenues,  4.8%  increase  in  profits, 
1.8%  increase  in  employees  and  a  2.6% 
increase  in  employee  compensation 
over  the  next  12  months.  The  level  of 
growth  expected  in  each  of  tliese  areas 
is  higher  than  in  pre\nous  years. 
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Expected  Growth  by  Industry 

Percentage  of  respondents  who  expect 
an  increase  in  revenues,  profits,  em- 
ployees and  ennptoyee  compensation 

Companies  in  the  manufacturing, 
retail  and  constniction  Industries  are 
more  likely  to  expect  revenue  growth. 
Further,  manufacturing  and  construc- 
tion companies  stand  out  as  those  that 
expect  to  expand  their  workforce  and 
increase  compensation. 
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Expected  Growth  by  Region 

Percentage  of  respondents  who  expect 
an  increase  in  revenues,  profits,  em- 
ployees and  employee  compensation 

Small  and  mid-sized  companies  in  the 
Niirth  Central  and  Southern  regions  of 
the  US  are  generally  more  optimistic 
than  companies  in  the  North  East 
and  West. 
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Expected  Growth  by  Size 

Percentage  of  respondents  wfio  expect 
an  increase  in  revenues,  profits,  em- 
ployees and  employee  compensation 


Generally  speaking,  a  greater  per- 
centage of  the  larger  companies 
(as  defined  by  number  of  employees) 
expect  increases  in  revenues,  profits, 
employees  and  employee  compensation 
over  the  next  12  months  than  do  their 
smaller  counterparts. 
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Economic  Performance  ■  Level  of 
Growth  Past  12  months 

Percentage  of  respondents  who  expect 
an  increase  in  revenues,  profits,  em- 
ployees and  employee  compensation 

While  small  and  mid-sized  businesses 
showed  inipnivement  in  all  four 
performance  indicators  over  the  last 
two  years,  most  notable  are  the 
significant  increases  in  the  employ- 
ment and  employee  compensation. 
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Economic  Performance  -  Net  Profits 

Percentage  of  respondents  who  reported 
a  net  profit  in  their  last  fiscal  year 

The  percentage  oi  smail  and  mid-sized 
businesses  earning  a  net  profit  has 
remained  relatively  stable  over  the  past 
tiiree  years,  hovering  around  70%. 
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Does  Revenue  Growth  Translate  to 
Employment  Growrth? 

Percentage  of  respondents  who 
recorded  increased  employment  in 
the  last  twelve  months 


Small  and  mid-sized  companies  that 
increased  revenues  withm  tiie  last  12 
months  were  also  significantly  more 
likeiv  to  increase  their  workforce  and 
increase  employee  compensation. 
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Who's  Hiring?  Who's  Not? 

Percentage  increase  in  workforce 

Thi"  avomgo  increase  in  emplovmcnt 
and  employee  compensation  was 
highest  among  those  companies  that 
have  invested  in  R&D,  increased 
revenues,  wore  in  business  four  to  10 
wars  and  had  between  l(X>-49<' 
employees. 

It  was  lowest  for  companies  that 
recorded  a  decrease  in  revenues,  do 
not  use  computers  and  are  in  the 
retaU  and  distribution  industries. 

Tliose  companies  that  posted  a 
revenue  loss  experienced,  on  average, 
a  2.3%  decrease  in  their  workforce. 
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ChaMenges  to  Growth  and  Survival 

Percentage  of  respondents  naming 
the  following  as  one  of  the  three  most 
significant  challenges  to  the  growth 
and  survival  of  their  business 

This  year's  top  challenges  include  a 
recessionary  environment,  labor  costs 
and  regulatory  burdens. 
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What's  Different  This  Year 

Percentage  of  respondents  naming 
the  following  as  one  of  the  three  most 
significant  challenges  to  the  growth 
and  survival  of  their  business 


Labor-  related  issues  such  as  labor 
costs,  lack  of  qualified  workers  and  the 
cost  of  training  workers  have  received 
more  mentions  each  year  by  small  and 
mid-sized  businesses  -  listing  them 
among  their  most  significant  challenges. 

Meanwhile  regulatory  burdens,  federal 
taxes,  health  care  insurance  benefits, 
lack  of  available  capital  and  state 
and  local  ta>ies  received  signtficantly 
fewer  mentions  this  year  than  in 
previous  years. 
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Top  Challenges  by  Region 

Percentage  of  respondents  naming 
the  following  as  one  of  the  three  most 
significant  challenges  to  the  growth 
and  survival  of  their  business 


Small  and  mid-sized  businesses  in  the 
North  East  and  West  were  significantly 
more  likely  to  cite  a  recessionary 
environment  and  government  regula- 
tions as  tlieir  top  challenges- 
Companies  in  the  North  Central 
and  Southern  regions  of  the  U.S.  were 
significantly  more  likely  to  view  lalxir 
costs  and  lack  of  qualified  workers  as 
their  top  challenges.  Not  incidentally, 
companies  in  these  regions  also  were 
most  likely  to  have  expanded  their 
workforce  in  the  last  12  months. 
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Organizational  Change 

Percentage  of  respondents  indicating 
they  made  the  following  changes  in 
their  business  over  the  last  12  months 

The  most  common  organi/atmnal 
changes  made  by  small  and  mid-si/.od 
businesses  this  veai  included  upgrad- 
ing cc^mputer  s)'Stems,  developing  new 
products  and  services,  and  improving 
product!  vit). 

However,  one  in  four  made  no  sub- 
stantia] changes  to  their  business 
within  the  last  12  months/ 
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How  this  Year  is  Different 

Percentage  of  respondents  indicating 
they  made  the  following  changes  in 
their  business  over  the  last  12  months 


Fewer  companies  developed  new 
prtiducts/senices,  improved  produc- 
tivil")'  and  improved  qualily  this  year 
than  last-  liowever,  these  changes 
had  steadily  increased  in  each  of  the 
previous  three  years. 

More  companies  expanded  into  new 
U.S.  markets  and  expanded  into  new 
markets  abroad  in  the  last  12  months 
than  had  in  previous  yeais. 
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Age  and  Creativitv 

Percentage  of  respondents  indicating 
they  made  the  following  changes  in 
their  business  over  the  last  12  months 

The  v'ounger  the  company  the  more 
likely  it  was  to  have  developed  n  new 
prtniucl  or  senicc  within  the  last  12 
months. 
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Business  Changes  by  Size 

Percentage  of  respondents  indicating 
they  made  the  following  changes  in 
their  business  over  the  last  12  months 

Generally  speaking,  the  larger 
businesses  in  the  survey  were  signifi- 
cantly more  likely  to  have  made 
substantial  changes  in  their  business 
in  the  last  12  months  than  the 
smaller  ones. 
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Technology  Investments 

Percentage  of  respondents  indicating 
the  following 


Forty-three  porci-n(  ot  small  diid 
mid-sized  business  upgiaded  their 
computer  systems  within  the  last  12 
months  and  nearly  one-third  expect 
to  next  year.  On  average,  small  and 
mid-sized  businesses  plan  to  invest 
4.3%  of  their  revenues  in  systems 
technolog)'  for  the  coming  vear. 
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Use  of  Technology 

Percentage  of  respondents  indicating 
the  following  applies  to  them 

Fifty-nme  percent  of  small  and  mid- 
sized businesses  stated  that  all  of  their 
officf-based  omployeos  have  persttnal 
computers.  Thirt)'  percent  plan  system 
upgrades.  Nearly  one  in  four  are  on 
client-server  networks  and  subscribe 
to  on-line  ser\'ices.  Fifteen  percent  use 
remote  connec-tions  and  13%  regu- 
larly access  the  Internet. 

Approximately  one  in  five  small 
and  mid-sized  busmesses  have  no 
computers  at  all. 
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Characteristics  of  Computer  Users 

The  following  table  compares  small 
and  mid-sized  businesses  on  several 
attributes  with  regards  to  whether  the 
company  uses  computors  or  does  not 
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Use  of  Outsourcing 

Percentage  of  respondents  Indicating 
the  following  applies  to  them 


Nearly  two-thirds  of  small  and  mid- 
sized businesses  have  outsourced 
operations  to  outside  suppliers. 


Operations  Outsourced 

Percentage  of  respondents  that  have 
outsourced  the  foltowing  operations 


The  most  common  operations  for 
smaJl  and  mid-sized  business  to  out- 
source include:  accounting,  pa)ToU 
processing,  benefits/ insurance  and 
deliverv/distribution.  However,  no 
single  operation  was  outsourced  by 
more  than  one-third  of  businesses 
responding. 
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Plans  to  Outsource 

Percentage  of  respondents  planning 
the  following  changes  in  the  next  12 
months  with  regard  to  outsourcing 

The  majorit\',  8t^*^,  of  small  and 
iTiid-sized  biLsinesses  do  not  plan  to 
increase  or  decrease  their  use  of 
outsourcing. 
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Business  Investments  ■  Training 

Percentage  of  respondents  planning 
to  invest  the  following  percentages  of 
revenue  in  the  next  12  months 

Small  and  mid-sized  businesses 
plan  to  spend  an  average  of  2.b%  of 
revenues  on  tr .lining  in  tlic  next 
12  months. 
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Business  Investments  -  R&D 

Percentage  of  respondents  planning 
to  invest  the  foMowing  percentages  of 
revenue  in  the  next  12  months 

Small  and  rnid-si/od  businesses 
plan  to  spend  an  .!\'erape  I'f  2.h% 
of  revenues  on  research  cii\d 
development  in  the  nexl  i2  months. 
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Business  Investments  -  Marketing 

Percentage  of  respondents  planning 
to  invest  the  fotlowing  percentages  of 

revenue  in  the  next  12  months 

Smali  and  mid-sized  businesses 
plan  to  spend  an  a\'erage  oi"  5.5%  of 
revenues  on  marketing  in  the  next 
12  months. 
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Business  Investments  -  New 
Technology 

Percentage  of  respondents  planning 

to  invest  the  foilovving  percentages  of 
revenue  in  the  next  12  montiis 

sSmail  and  mid-sixed  businesses 
plan  to  spend  an  average  oi  4.3% 
of  revenues  un  new  technolog)- in 
the  next  12  months. 
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The  following  section  examines  several  attributes  of  the  survey's  growth 
leaders.  Growth  was  captured  by  measuring  reported  increases  in  revenues, 
profits  and  employees.  Leaders  represent  those  companies  who  increased  the 
measure  by  10%  or  more  over  the  last  12  months. 


Invest  for  the  Future 

Percentage  of  revenues  invested 
in  each  of  the  following  areas 


The  small  and  mid-sized  busincssi-s 
that  grew  the  fa.stest  during  the 
past  12  months  are  planning  larger 
than  average  invcshncnts  in  R&D, 
markohng,  training  and  new  tech- 
nolog)-.  Particularly  high  were 
investments  by  tlie  employment 
leaders,  those  companies  that 
expanded  their  workforce  hv  10% 
or  more. 
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Pay  for  Performance 

Percentage  of  respondents  offering  the 
following  benefits  to  their  employees 

This  year's  grou'th  leaders  were 
significantly  more  likely  than  average 
to  offer  their  employees  prottl- sharing, 
bonuses  and  stock  options  as  part  ot 
their  benefit  package. 
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Reaching  Out  to  New  Markets 

Percentage  of  respondents  indicating 
the  following 


Growth  leaders  were  significantly 
more  likely  than  average  small  and 
mid-sized  businesses  to  export  goods 
or  services,  compete  with  non-U. S. 
companies,  expand  into  new  markets 
abroad  and  expand  into  new  U.S. 
markets  during  the  last  12  months. 
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Compete  with  Technology 

Percentage  of  respondents  who 
indicated  the  following  uses 
of  technology 


Only  2%  of  companies  that  increased 
their  workforce  by  10%  or  more 
last  year  did  not  use  computers, 
compared  to  19%  of  all  companies 
surveyed. 

Overall,  fast-growing  companies  were 
more  likely  than  average  to  have 
computers,  upgrade  their  computer 
systeins,  access  the  Internet  and  use 
an  on-line  service. 
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Types  of  Growth 

Percentage  of  respondents  indicating 
the  following  increases  over  the  last 
12  months 

This  chart  shows  the  relationships 
between  the  different  t^-pes  of  growth. 
For  example,  if  a  company  was  a  profit 
leader  (profits  up  10%  or  more),  it  is 
highly  likely  that  it  also  was  a  revenue 
leader  (revenues  up  10%  or  more). 


Summary  of  Characteristics  for  Fast- 
Growing  Companies 

Characteristics  of  companies  whose 
revenues  grew  by  10%  or  more  over 
the  last  12  months 
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25%  cite  lack  of  qualified  workers 
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89%  changed  the  way  they  do  business 
in  the  last  12  months 

Changes 

74%  changed  the  way  they  do  business 
in  the  last  12  months 

91%  have  computers,  27%  subscribe  to 

on-line  services,  and  20% 

access  the  internet 

Technology 

81%  have  computers.  22%  subscribe  to 
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access  the  Internet 

Invest  3-2%  of  revenues  in  training, 

3,7%  tn  R&D  6.1%  in  marketing.  5-5% 

in  new  technology 

Invest  for  Future 

Invest  2.6%  of  revenues  in  training, 

2.6%  in  R&D,  5,5%  in  marketing,  43% 

in  new  technology 

Offer  more  of  aH  benefits,  in  particular. 

65%  offer  bonuses.  30%  profit-sharing, 

and  ■^7%  ESOPs 

Befwfits 

Offer  toss  of  all  benefits,  in  particular, 

43%  offer  bonuses,  20%  profit-shsnng. 

and  6%  ESOPs 

83%  were  able  to  obtain  adequate 

77%  ware  able  to  obtain  adequate 

financing.  92%  successful  in  getting 
bank  loans 

Financing 

financing.  85%  successfu 
bank  (cans 

t  in  getting 
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Types  of  Financing  Used 

Percentage  of  respondents  using  the 
following  types  of  financing  to  meet 
their  capital  needs  during  the  last  12 
months 

Commercial  bank  luans,  earnings  of 
the  business  and  credits  cards  were 
the  top-  three  t)-pes  of  financing  used 
by  small  and  mid  -sized  businesses  to 
meet  their  capital  needs  during  the 
past  12  months. 

Credit  cards  remain  a  popular  form 
of  accessing  needed  funds  -  though 
thts  fonn  of  financing  is  predominant!)' 
used  by  the  smaller  com.panies 
(O-f)  eiuplowes)   (See  chart  on  the 
next  page.] 

Nearly  one  in  three  did  not  use  outside 
financing  this  year 
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Types  of  Financing  by  Size 

Percentage  of  respondents  using  the 
following  types  of  financing  to  meet 
their  capital  needs  during  the  last 
12  months 


The  larger  businesses  in  the  survey 
were  significantly  more  likely  to  use 
bank  loans,  earnings  i)f  the  business 
and  leasing  than  tlieir  smaller 
coimterparts. 

Smaller  companies,  however,  were 
significantly  more  likely  to  use  credit 
cards,  private  loans,  personal  bank 
loans  or  no  financing  at  all. 


What's  Different  This  Year 

Percentage  of  respondents  who  used 
the  following  types  of  financing  to  meet 
capital  needs  during  the  last  12  months 
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n-K 
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CommerciAl  bank  loon 

3»% 

68% 

70% 

EarnlnQt  of  (ti«  businsH 

!4% 
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Credtl  cards 

2711. 

1?% 

5% 

Privalo  loiins 
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9% 
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Personal  barik  loan 

17% 

6% 
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Vendor  credit 
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16% 
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Leasino 

10% 

22% 
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SBA  guaranteed  loan 

3% 

S% 

3% 

Private  placement  of  stock 

3% 

3% 

5% 

Sellin^pledgint)  accounts  receivable 

1% 

6% 

11% 

Venture  capital 

1.5% 

1.8% 

2.2% 

Public  tsGuancfl  of  stock 

7% 

.6% 

1.3% 

Other 

4.4% 

2.4% 

5,8% 

Used  no  financing 

30% 

18% 

15% 

1993 

1994    , 

19ffi 

Used  no  financing 

24% 

20°'o 

29't. 

Earnings  of  the  business 

31% 

36% 

26% 

Private  loan 

21% 

21% 

17% 

Vendor  credit 

17% 

17% 

14% 

SBA  guaranteed  loan 

1.7% 

l.ffr. 

3% 

Private  placement  of  stock 

.4% 

1.5% 

2.8% 

Public  issuance  of  stock 

.1% 

1.3S 

4% 

Ability  to  Obtain  Adequate  Financing 


Percentage  of  respondents  who  were 
able  to  obtain  adequate  financing  for 
their  business 


Just  over  tliree-  quarters  of  small  and 
mid-sized  businesses  said  tliat  they 
were  able  to  obtain  adequate  financing 
in  tlie  last  12  months. 
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Effects  of  Inadequate  Fmancmg 

Of  those  respondents  who  reported 
a  shortage  of  capital,  percentage 
reporting  the  following  effects 


However,  the  23%  of  small  and 
mid-sized  businesses  that  were  unable 
to  obtain  adequate  financing  toimd  it 
difficult  to  expand  their  operations  and 
increase  sales  (among  other  things). 


f(/lost  Common  Uses  of  Capital 

Percentage  of  respondents  who 
indicated  they  used  (or  would  use) 
capital  in  the  following  ways 

How  do  small  and  miJ  ^i/oct 
businesses  use  the  capital  the)-  can 
seaire.  The  most  common  use  is  to 
invest  in  new  plant  and  equipment. 
Other  investments  include  employees, 
inventors'  and  R&D. 
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Bank  Loan  Applications 


Percentage  of  respondents  who 
applied  for  a  bank  loan  in  the  last 
12  months 

Fortv  two  pt  i(.*-nt  i!t  ■^mail  and  mid- 
sized bubmebse;>  te>ponding  to  the 
survey  applied  for  a  bank  loan  wii:hin 
the  last  12  months  -  similar  to  the 
number  appKing  the  last  ievv  years. 


Ves 

42% 
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Successful  at  Obtaining  a  Bank  Loan? 

Of  those  that  applied,  percentage  of 
respondents  who  were  successful 
at  obtaining  a  bank  loan  in  the  last 
12  months 

Eight>'-five  percent  of  small  and  mid- 
sized bi  sinesscs  that  applied  for  bank 
loans  wntliin  the  last  12  months  were 
successful  at  obtaining  them. 
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Improved  Access  to  Bank  Loans 

Of  those  that  applied,  percentage  of 

respondents  who  were  successful  at 
obtaining  bank  loans 


More  small  and  mid-sized  businesses 
were  successful  in  obtaining  loans  this 
year.  In  fact,  there  was  an  increase  of 
11  percentage  points  in  the  number  of 
companies  successful  this  year 
compared  to  last  year. 
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Why  We  Didn't  Apply 

Percentage  of  respondents  who 
indicated  the  following  reasons  for 
not  applying  for  a  bank  loan 

Most  of  the  companies  that  didn't 
apply  for  bank  loans  simply  didn't 
need  additional  financing  within  the 
last  12  months.  However,  among 
those  that  were  short  funds,  43%  were 
not  ready  or  prepared  at  this  time, 
30%  expected  the  bank  to  reject  their 
loan  request  and  25%  thought 
other  sources  of  fmancing  were  easier 
to  obtain. 


Not  ready  O'  preuaiert 
aT  this  titne 


Expect  Bank  lo 
reiecl  loan  request 


Other  sources  of  rinancmg 
are  easier  to  obtain 
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Loan  Success  by  Region 

Of  those  who  applied,  percentage  of 
respondents  who  were  successful  at 
obtaining  bank  loans 

NearK'  all  ('i4",-l  ol  the  ^in.ill  and  nad 
sized  businesses  located  in  the  North 
Central  region  of  the  United  States 
that  applied  for  bank  loans  were 
successful  in  obtaining  them.  On  the 
other  hand,  only  68%  of  companies  in 
the  West  were  successful. 
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Loan  Success  by  Years  in  Business 

Of  those  who  applied,  percentage  of 
respondents  who  were  successful  at 
obtaining  bank  loans 

Start-ups,  companies  in  their  first 
three  years  of  existence,  encountered 
the  most  difficulty  in  obtaining  loans. 
Still,  nearly  three-quarters  of  these 
businesses  were  successful  during  the 
last  12  months. 
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88% 
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Loan  Success  by  Size 

Of  those  who  applied,  percentage  of 
respondents  who  were  successful  at 
obtaining  bank  loans 

The  larger  the  company  the  more  likely 
it  was  successful  at  obtaining  a  bank 
loan.  N'lnetv-seven  percent  of  compa- 
nies with  100  4*99  employees  that 
applied  for  bank  loans  in  the  last  12 
months  got  them. 
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Financing  and  Percent  Realizing  Growth 

Percentage  of  respondents  indicating 
an  increase  in  revenues,  profits  and 
employees  over  the  last  12  months 


Small  and  mid-sized  busitiesses  that 
obtained  adequate  financing  were  signif- 
icantly more  likely  to  report  increases 
in  revenues,  profits  and  employees  over 
the  last  12  months  than  those  with 
inadequate  financing. 


Revenues 
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Financing  and  Actual  Growth  Rata 

Percentage  change  in  revenues,  profits 
and  employees  over  the  last  12  months 

Small  and  mid-sized  businesses  that 
obtained  adequate  financing  reported 
significantly  higher  levels  of  growth 
over  the  last  12  months  than  those  with 
inadequate  financing.  For  example, 
the  average  peicenlage  increase  in 
revenues  among  adequately-financed 
companies  was  4  8%,  more  than  three 
times  that  of  inadequately-financed 
companies  (14%). 
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Financing  and  Percent  Expecting 
Growth 

Percentage  of  respondents  who  expect 
an  Increase  in  revenues,  profits  and 
employees  over  the  next  12  months 


Despite  being  significantly  less  likely 
to  have  reported  an  increase  in 
revenues,  profits  or  employees, 
inadequately-financed  companies  are 
nearly  as  optimistic  about  growth  over 
the  next  12  months  as  are  their 
adequateiv-financed  ctiunterparts- 
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Ptofiu 

74% 
6S% 
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Financing  and  Expected  Growth  Rate 

Expected  percentage  change  in 
revenues,  profits  and  employees  over 
the  next  12  months 

Despite  recording  knser  levels  ot 
growth,  inadequately-tinanced  com- 
panies expect  about  the  same  level  of 
growth  over  the  next  12  months  as  do 
their  adequately-financed  counterparts. 
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The  Growing  Labor  Challenge 

Percentage  of  respondents  who 
indicated  the  following  are  among  the 
three  most  significant  challenges 
to  the  future  growth  and  survival  of 
their  business 


Small  and  mid-sized  businesses  were 
asked  to  select  the  most  significant 
challenges  to  their  future  growth  and 
survival.  Only  three  challenges  have 
grown  increasingly  important  each 
year  since  1993.  Tliey  mclude:  labor 
costs,  lack  of  qualified  workers  and  the 
cost  of  training  workers. 


Those  Most  Concerned  with 
Worker  Quality 

Percentage  of  respondents  who 
indicated  "lack  of  qualified  workers" 
was  among  their  three  most  signif- 
icant challenges  to  the  future  growth 
and  survival  of  their  business 


The  companies  that  were  most  likely  to 
report  "lack  of  qualified  workers"  as 
one  of  tlieir  most  significant  ch;dlenges 
include  those  listed  in  the  chart  to  the 
right. 
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Labor  Challenges  by  Region 

MX 

Percenlage  of  respondents  who 

Qual'tlAd  Wor1i*r» 

22% 
16% 

indicated  the  following  are  among  the 

three  most  significant  challenges 
to  the  future  growth  and  survival  of 
their  business 

n% 

to      30      70      40      60      00      70      tt      M    100% 
North  Ent          North  CwiIrBl          South            Wait 

Companies  in  the  North  Central  and 

South  were  more  likely  to  cite  "lack  of 

qualified  wovkers"  as  one  of  their  most 

significant  challenges  Not  incidentally. 

companies  in  these  regions  also  are 

more  likely  to  expect  an  increase  in 

their  workforce  in  the  next  12  months. 

BeneTits  Offered 

Pa-d  vflcalion 

,iiiggmmii  7» 

Percentage  of  respondents  offering  the 
following  benefits  to  their  employees 

HeaWVmedical 
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Paid  Btck  leave 
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insurance  were  the  two  benefits  offered 

by  a  majority  of  small  and  mid-sized 

Qonug 
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businesses. 

^HH^^^^     4S% 

Eleven  percent  of  the  small  and  mid- 

Fteit-houT* 

|H^^^     32% 

sized  businesses  responding  to  this 

survey  don't  offer  any  of  the  benefits 
listed  to  the  right. 
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Benefits  Offered  by  Size 

'■■ 
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Percentage  of  respondents  offering  the 
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following  benefits  to  their  ennployees 
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Overall,  the  larger  businesses  in  the 

Paid  sick  lofive 
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77% 

survey  wore  more  likely  to  offer  the 

bejiefits  listed  in  the  chart  on  the  right- 
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An  exception,  smaller  businesses 
{0-19  emploveis)  were  more  likely  to 
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B^iefits  Growing  in  Popularity 
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The  Cost  of  Health  Care 

Percentage  of  respondents  providing 
health  Insurance  that  reported  the 
following  increases  in  their  health  care 
insurance  costs  last  year 

The  majority  of  stnall  and  mid-sized 
businesses  (92%)  (hat  provide  health 
care  insurance  experienced  less  than  j 
25%  increase  in  their  costs  over  the 
last  12  months.  The  average  increase 
was  9%. 
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The  Cost  of  HeaKh  Care  By  Size 

Average  percentage  increase  in  health 
care  costs 


Smaller  businesses  (0-19  employees),  on 
average,  experienced  larger  increases  in 
their  health  care  insurance  costs. 
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Managing  Health  Care  Costs 

Percentage  of  respondents  providing 
health  insurance  that  made  the 
foltowing  changes  within  the  last 
12  months 

Small  and  midsized  businesses  have 
taken  a  number  ot  steps  to  keep  their 
health  care  insurance  costs  in  check. 
Like  last  ye.ir,  the  most  popular  step 
was  to  change  insurance  companies. 

CK'erall  small  and  mid-sized 
businesses  are  making  fewer  changes 
this  year-  However,  more  are  instituting 
managed  care  than  in  the  past. 
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interriaiional 

1 

Trade 

Businesses  that  Export 

100%    ■ 

Percentage  of  respondents  who  export 
goods  or  services 

90%    ■ 
B0%    ' 

70%    ' 

About  one  in  four  small  and  mid-iizoJ 
businosses  export  goods  and  services. 
The  percentage  of  busuiesses  exporting 
has  steadily  increased  over  the  last  four 
years,  m.ore  than  doubling  smce  l'-)92, 
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Businesses  that  Import 
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Percentage  of  respondents  who  import 
goods  or  services 
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About  one  in  six  small  and  mid-sized 
businesses  import  goods  and  seivices. 
The  percentage  of  businesses  import- 
ing has  steadily  increased  over  the  last 
four  years,  but  not  to  the  extent  that 
exporting  has  increased. 
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Plans  to  Increase  Trade 

Plan  to  Start  Exiponiai^ 

1.7% 

Percentage  of  respondents  who  plan  to 
start  trading  goods  or  services  abroad 
in  the  next  12  months 

Over  the  next  12  months,  1.7%  of 
small  and  mid-sized  businesses  plan 
to  start  exporting  ft:»r  the  first  time  and 
1.3%  plan  to  start  importing. 

Plan  to  Start  Impofllng 

1,3% 
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Revenues  from  Trade 

Percentage  of  responder^ts  who  earned 
the  following  revenues  from  exported 
goods  or  services 

Ot  those  small  and  mid-sized  busi- 
nesses that  export,  the  vast  majority 
earn  less  than  10%  of  their  revenues 
from  exported  goods  or  services.  On 
average,  14%  of  revenues  come  from 
exports  for  these  companies. 
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Most  Popular  Markets 

Percentage  of  respondents  doing 
business  in  the  following  markets 


Outside  the  U.S.,  the  most  common 
markets  for  small  and  mid-sized 
businesses  to  conduct  business  in  are 
Canada,  Europe  and  Asia/Pacific. 
About  10%  currently  are  doing 
business  in  Mexico. 
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Global  Competition 


Percentage  of  respondents  who 
indicate  they  directly  compete  against 
non-U. S.  companies 


25% 


One-quarter  of  small  and  mid-sized 
businesses  indicated  that  they  face 
direct  competition  trom  non-U. S. 
companies. 
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Why  Not  Go  Global? 

Percentage  of  respondents  indicating 

the  following  as  their  most  significant 
barrier  to  starting  or  expanding 
export  sales 


The  most  common  reason  for  small 
and  mid-sized  businesses  not  to  export 
is  a  lack  of  desire  followed  by  a  lack  of 
time  to  pursue  and  the  belief  that  they 
run  a  non-export  business. 


Characteristics  of  Exporters 

Profile  of  respondents  who  indicated 
they  export  goods  or  services 
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Compftnin  Overall 

Average  37  ompioyees 


Average  22  employees 


45%  are  m  nianirfacliiririg  industrv 


29%  are  in  manufacturing  industty 


76%  are  college  degreed 

Educetlon 

65%  are  colltiwe  degreed 

dd%  import  goods  or  aervices 

Trade 

17%  import  goods  or  services 

Average  increase  of  6.7%  in  revenues. 

4.3%  in  profits  and  2.7%  in 

empicvment 

Growth 

Average  incroase  of  4,0%  in  revenues, 

2.6%  in  proftts  and  ■!,6%  in 

empicymtint 

Expecl  8.3%  incfeasG  in  revenues.  6.6% 
in  profits  and  2.7%  in  employment 

C^imism 

Expect  e.4%  increase  -.n  revenues,  4.8% 
in  profits  and  1.8%  in  empioyment 

36%  cite  tack  of  available  capital 
among  most  significant  chaHenjjes 

Chaltenges 

24%  cite  feck  of  availabie  capital 
amfjne  most  significant  chailefvgos 

38%  changed  fhe  vi/ay  they  do  bosinass 
in  the  last  12  monihs 

€hange 

74%  changed  the  way  they  do  business 
in  the  last  12  months 

^mrey  of  Sm^i  ar-' . 
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Government 
Policies 


Minimum  Wage  Employees 

Percentage  of  respondents  who 
employ  minimum  wage  workers 


Twenty-two  percent  ot  small  and  mid- 
sized businesses  reported  that  they 
employ  minimum-wage  workers. 


Impact  of  Raising  Minimum  Wage 

Percentage  of  respondents  who 
indicated  a  $.90  increase  in  minimum 
wage  will  affect  their  business 


Seventy  percent  indicate  that  raising 
minimum-wage  would  have  no  effect 
on  their  business.  This  is  no  surprise 
given  the  finding  that  only  22% 
employed  minimum-wage  workers. 
TTie  most  common  effect  includes 
raising  labor  costs. 


Most  Likely  to  be  Affected 

Percentage  of  respondents  who 
indicated  a  $.90  increase  in  minimum 
wage  will  affect  their  business 


v> 

V«t 

-■-f--' 

21% 

Jm 

Ho 

fl 

70% 

1 

R«str<ct<hehir((>eot 

16S 

additions)  employ  pes 

iflis 

cost  ot  Isboi 

'9 

RoqUKft  CuTT.no 

TS 

igjUE 

«mp(ove«s  trom  payoii 

9 

NoeffEci 

These  small  and  mid-sized  businesses 
were  more  likely  than  average  to  be 
impacted  (in  any  \vay)  by  an  increased 
minimum -wage. 


Ctun&aTes  planning  to 
increase  outsourci/ig 


Companies  with 
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Tax  Policy  Views 

Percentage  of  respondents  indicating 
the  following  level  of  benefit  for  tfiese 
tax  provisions 

Small  and  mid-sized  businesses  were 
most  likely  to  believe  that,  of  several 
tax  reforms  currently  under  debate, 
simplifying  the  tax  filing/reporting 
process  vijould  be  the  most  beneficial. 
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Tax  Poticy  Visws  by  Size 

Percentage  of  respondents  indicating 
the  following  tax  provisions  were 
beneficial  or  extremely  beneficial 


While  all  companies  surveyed  agreed 

on  the  importance  of  simplifying  the 
tax  filing/roporting  process,  in  other 
areas,  there  were  some  major  differ- 
ences by  size.  In  partiailar,  smaller 
companies  voted  more  heavily  for  the 
deductibility  of  medical  insurance  for 
the  self-employed  and  expanduig  the 
home  office  deduction. 
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Government  Regulations 

Percentage  of  respondents  indicating 
the  following  reguiations  are  among 
the  three  most  burdensome  to  their 
business 

Given  their  views  about  simplifying  the 
tax  filing/reporting  process,  it's  no 
surprise  that  pa>Toll  tax  filing/deposit 
requirements  are  listed  as  the  most 
burdensome  government  regulation 
tor  small  and  mid-sized  businesses. 

Also,  more  than  one-third  of  the 
businesses  responding  to  this  suivey 
cited  OSHA  regulations  and  environ- 
mental regulations  aie  among  the 
most  significant  regulator)'  burdens 
to  their  business. 
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OSHA  regulations      % 
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About  Arthur 
Andersen's 
Enterprise 
Group 


Arthur  Andersen's  Enterprise  Group  focuses  on  improving  the  growth  and 
conipctitiveness  of  middle-market  businesses  through  the  deliver)'  of  business  advisory, 
audit  and  tax  services. 

Enterprise  Group  professionals  provide  objective  insight  to  growing  compaiues  and  to 
their  owners,  during  all  stages  of  the  compan/s  development  -  from  startup  to 
maturity.  We  develop  a  personal  knowledge  of  the  client's  business  to  improve  the 
company's  performance,  efficiency  and  value. 

Expertise  in  the  areas  you  need.  We  provide  you  with  an  experienced  contact  person 
you  can  count  on,  backed  by  a  team  of  professionals  who  can  be  tapped  for  your  specific 
needs  Through  this  framework,  you  viill  have  access  to  the  expertise  and  technology  you 
demand,  around  the  clock  and  around  the  world. 

Knowledge  of  your  business.  We  make  it  our  mission  to  know  your  business.  Our 
people  receive  the  finest  training  in  the  industry.  We  come  ready  to  deliver,  not  to  leam 
on  the  job. 

Cost-effective  services.  We  will  help  you  find  ways  to  grow  your  business  and  save  you 
money  Your  team  will  be  armed  with  creative,  practical  solutions  that  bring  added  value 
to  our  services  and  your  business. 

Candid  output.  Our  professionals  provide  honest  and  frank  recommendations  to  your 
business  problems.  We  challenge  ouisehfes  and  you  to  make  your  business  the  best  it  can  be. 

Flexibility.  We  size  up  a  situation  and  design  solutions  to  meet  your  individual  needs. 
No  textbook  answers. 

Proactive  advice.  We  will  ask  tough  queshons  and  listen  to  your  concerns.  We  will  seek 
opportunities  for  you,  not  just  respond  to  questions  or  problems.  If  s  often  difficult  to  keep 
up  with  technological,  legislative  or  environmental  change.  For  help,  you  can  rely  on  us. 

We  provide  a  full  range  of  services  to  meet  your  business  needs: 

•  Accounting  and  audit 

•  Compensation  and  benefits  planning 

•  Continuous  improvement 

•  Cost  reduction  and  inventory  control 

•  Estate  planning 

•  Family  business  consulting 

•  Financing 

•  Franchising 

•  Information  and  computer  systems  technology 

•  International  business 

•  Mergers  &  acquisitions 

•  Process  re-engineering 

•  Productivity  improvement 

•  Strategic  planning 

•  Succession  planning 

•  Tax  planning  (state  and  local  tax  consulting) 

•  and  more... 

For  more  information.  Contact  the  Arthur  Andersen  Enterprise  Group  partner  in  any  of 
the  cities  on  the  following  pages. 
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Alabama 
Birmingham 

Sam  B,  DeVane 

Arthur  Andersen 

420  North  20th  Street 

Suite  1800 

Birmingham  AL  35203-3204 

205  458  2437 

Arizona 

Phoenix/Tucson 

William  ].  Hodges,  Jr. 
Arthur  Andersen 
One  Renaissance  Square 
2  North  Central,  Suite  1000 
Phoenix  AZ  85004-2344 
602  251  2642 

California 

Los  AngelesWoodland  Hills 

Anthony  E.  Radaich 
Arthur  Andersen 
6320  Canoga  Avenue 
Suite  1400 

Woodland  HiUs  CA  91367 
818  716  3502 

Orange  County 

Michael  J.  Puntoriero 

Arthur  Andersen 

18500  Von  Karman  Avenue 

Suite  1100 

Irvine  CA  92715 

714  757  3139 

Sacramento 

Richard  J.  Blumenfeld 
Arthur  Andersen 
One  Capitol  Mall,  Suite  300 
Sacramento  CA  95814 
916  557  2003 

San  Diego 

Richard  C  Bigelow 
Arthur  Andersen 
701  B-Street,  Suite  1600 
San  Diego  CA  92101 
619  699  6605 

San  Francisco/Oakland 

Marvin  A.  Friedman 
Arthur  Andersen 
500  12th  Street,  Suite  340 
Oakland  CA  94607-4014 
510  268  4585 


San  Jose 

Rick  R.  Ackel 

Arthur  Andersen 

Riverpark  Tower 

Suite  1500 

333  West  San  Carlos  Street 

San  Jose  CA  95110-2710 

408  977  3205 

Colorado 

Denver 

H.  Clayton  Peterson 
Arthur  Andersen 
717-17th  Street 
Suite  1900 
Denver  CO  80202 
303  291  9230 

Connecticut 

Hartford/New  Haven 
John  A.  Krichavsky 
Arthur  Andersen 
One  Financial  Plaza 
Hartford  CT  06103 
203  280  0680 

New  Haven 

Ben  D.  Kaplan 
Arthur  Andersen 
Connecticut  Financial  Center 
157  Church  Street 
New  Haven  CI  06510 
203  498  3401 

Stamford 

Harvey  L,  Ganis 
Arthur  Andersen 
400  Atlantic  Street 
P.O.  Box  120021 
Stamford  CT  06912-0012 
203  353  3640 

District  of  Columbia 

Washington  D.C./McLean 

James  A.  Meriwether 

Arthur  Andersen 

8000  Towers  Crescent  Drive 

Suite  400 

Vienna  VA  22181 

703  734  4196 

Florida 

Fort  Lauderdale 

Denise  D.  Veitch 

Arthur  Andersen 

100  Northeast  Third  Avenue 

Suite  700 

Fort  Lauderdale  FL  33301-1166 

305  789  2438 


Jacksonville 

R.  Travis  Storey 
Arthur  Andersen 
50  N.  Laura  Street 
Suite  2700 

Jacksonville  R  32202 
904  355  7521 

Miami 

Denise  D.  Veitch 
Arthur  Andersen 
One  Biscayne  Tower 
Suite  2100 

Miami  FL  33131-1801 
305  789  2438 

Orlando/Daytona 

Philip  Z.  Frefwell 

Arthur  Andersen 

200  South  Orange  Avenue 

Suite  2100 

Orlando  FL  32801 

407  841  4601 

Sarasota 

David  F.  Walker 
Arthur  Andersen 
2805  Fruitville  Road 
Sarasota  FL  34237 
813  222  4611 

Tampa/Tallahassee/St.  Petersburg 

David  F.  Walker 
Arthur  Andersen 
101  E.  Kennedy  Blvd. 
Suite  2200 
Tampa  FL  33602 
813  222  4611 

West  Palm  Beach 

Denise  D.  Veitch 

Arthur  Andersen 

777  South  Flagler  Drive 

Suite  1700  W. 

West  Pahn  Beach  FL  33401 

305  789  2438 

Georgia 

Atlanta/Norcross 

William  B.  Peard 

Arthur  Andersen 

20  Technology  Park 

Suite  330 

Norcross  GA  30092-2912 

404  447  5656 
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Hawaii 

Maine 

Missouri 

Honolulu 

Contact  our  Boston  MA  office 

Kansas  City 

Ross  R.  Murakami 

Kirk  F  Putman 

Arthur  Andersen 

Maryland 

Arthur  Andersen 

737  Bishop  Street 

Baltimore 

911  Main  Street 

Suite  2900 

James  L.  Nace 
Arthur  Andersen 

1500  Commerce  Tower 

Honolulu  HI  96813 
808  527  2210 

Kansas  City  MO  64105 
816  292  7554 

120  East  Baltimore  Street 

Idaho 

Balhmore  MD  21202 
410  234  3805 

St.  Louis 

Boise 

Gerald  G.  Sax 

E.  Chris  Goode 

Massachusens 

Arthur  Andersen 

Arthur  Andersen 

Boston 

1010  Market  Street 

1221  West  Idaho  Street 

Suite  1100 

Suite  601 

Wayne  D.  Mackie 

St.  Louis  MO  63101-2089 

Boise  ID  83702-9011 

Arthur  Andersen 

314  425  9246 

208  387  4012 

One  International  Place 

Boston  MA  02110-2604 

Nebraska 

Illinois 

617  330  4105 

Omaha 

Chicago/Matteson/Schaunnburg 

Michigan 

Larry  D.  Ishol 

H.  Rick  Fumo 

Ann  Arbor 

Arthur  Andersen 

Arthur  Andersen 

1700  Famam  Street 

One  Lincoln  Centre 

Gerard  H  Spencer 

Omaha  NE  68102 

Suite  1200 

Arthur  Andersen 

402  449  2244 

Butterfield  Road  at  22nd  St. 

201  South  Main  Street  Suite  500 

Oakbrook  Terrace  IL  60181 

Ann  Arbor  Ml  48104-2105 

Nevada 

708  916  3303 

313  768  6333 

Las  Vegas 

Indiana 

Detroit 

C  Frederick  Eisefihart 
Arthur  Andersen 

Indianapolis 

Jeffrey  D.  Bergeron 
Arthur  Andersen 

3320  West  Sahara  Avenue 

Gilbert  F.  Viets 
Arthur  Andersen 

Comerica  Tower 

500  Woodward  Avenue 

Suite  330 

Las  Vegas  NV  89102 

111  Monument  Circle  Suite  4300 

Suite  2700 

702  251 1805 

Bank  One  Center/Tower 

Detroit  MI  48226-3424 

■hi..           t  *  -  . -  -    ■    ■  1.  '     .^ 

Indianapolis  IN  46204-5143 

313  596  7824 

New  Hampshire 

317  687  2601 

Manchester 

Kansas 

Contact  our  Karisas  Qty  Missouri  Office 

Kentucky 

Louisville 

David  P.  Calzi 
Arthur  Andersen 
2300  Meidinger  Tower 
Louisville  Galleria 
LouisviUe  KY  40202 
502  587  3310 

Louisiana 

New  Orleans 

F.  Walker  Tucei,  Jr. 

Arthur  Andersen 

201  St.  Charles  Avenue 

Suite  4500 

New  Orieans  LA  70170-4500 

504  582  1431 


Grand  Rapids 

Michael  L.  Kennedy 
Arthur  Andersen 
300  Ottawa  Avenue,  N.W. 
Grand  Rapids  MI  49503-2381 
616  451  2071 

Minnesota 

Minneapolis/St.  Paul 

Brent  G.  Blackey 

Arthur  Andersen 

45  South  Seventh  Street 

Minneapolis  MN  55402-1611 

612  334  4511 

Mississippi 

Jackson 

Jobie  T.  Melton,  Jr. 
Arthur  Andersen 
188  E.  Capitol  Street 
Suite  1300 

Jackson  MS  39201-2186 
601  944  0601 


L.  Joseph  Comeau  III 
Arthur  Andersen 
1155  Elm  Street 
Manchester  NH  03101-1508 
617  330  4539 

New  Jersey 

Marlton/Princeton/Roseland 

Martha  J.  Brophy 
Arthur  Andersen 
101  Eisenhower  Parkway 
Roseland  NJ  07068-1099 
201  403  6251 

New  Mexico 

Albuquerque 

James  L.  LaBorde 

Arthur  Andersen 

6501  Americas  Parkway,  N.E. 

Suite  400 

Albuquerque  NM  87110 

505  889  4750 
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New  York 

Dayton 

Pittsburgh 

New  York 

Leslie  S,  Banwart 

Joseph  E.  Morando 

John  N.  Evans 

Arthur  Andersen 

Arthur  Andersen 

Arthur  Andersen 

Courthouse  Plaza,  S.W. 

2100  One  PPG  Place 

1345  Avenue  of  the  Americas 

Suite  901 

Pittsburgh  PA  15222-5498 

New  York  NY  10105 

Dayton  OH  45402 

412  232  7066 

212  708  3972 

513  224  3178 

Rhode  Island 

Rochester 

Toledo 

Contact  our  Boston  MA  office 

Stanley  D.  Konopko 

Kathryn  S.  Hoops 

Arthur  Andersen 

Arthur  Andersen 

South  Carolina 

One  Marine  Midland  Plaza 

300  Madison  Avenue 

Columbia 

Suite  1500 

Toledo  OH  43604-1586 

Rochester  NY  14604 

419  241  8600 

Contact  our  Greensboro  NC  office 

716  546  2930 

Oklahoma 

Tennessee 

Long  Island/Melville 

Oklahoma  City 

Chattanooga 

John  J.  Connolly 

J.  Michael  Sanner 

Ray  M.  Harlin,  Jr. 

Arthur  Andersen 

Arthur  Andersen 

Arthur  Andersen 

200  Broad  Hollow  Road 

20  N.  Broadway 

633  Chestnut  Street 

Suite  300 

Suite  1200 

Chattanooga  TN  37450-1500 

Melville  NY  11747-4806 

Oklahoma  City  OK  73102 

615  209  2202 

516  385  2619 

405  231  2226 

Memphis 

North  Carolina 

Tulsa 

Robert  P.  Bowen 

Greensboro/Charlotte/Raieigh 

Bradley  V.  Stoots 

Arthur  Andersen 

Bradley  R.  Gabosch 

Arthur  Andersen 

165  Madison  Ave.,  Suite  1700 

Arthur  Andersen 

6450  South  Lewis 

Memphis  TN  38103-2777 

100  N.  Tyron  Street 

Suite  300 

901  575  9200 

Suite  3800 

Tulsa  OK  74136 

Charlotte  NC  28202-4000 

918  746  8119 

Nashville 

704  332  1489 

Michael  G.  Craft 

Oregon 

Arthur  Andersen 

Ohio 

Portland 

424  Church  Street 

Cincinnati 

Jerry  C.  Reichert 
Arthur  Andersen 

Rodney  W,  Wells 
Arthur  Andersen 
11  S.W.  Columbia  Street 

Suite  1000 
Nashville  TN  37219 
615  726  6132 

425  Walnut  Street 

Suite  1400 

Texas 

Suite  1500 

Portland  OR  97201-5875 

Cincinnati  OH  45202-3912 

503  220  6033 

Dallas/Fort  Worth 

513  762  0280 

David  J.  Scullin 

Pennsylvania 

Arthur  Andersen 

Cleveland 

Lancaster 

777  Main  Street,  Suite  1100 

Edward  J.  O'Brien,  Jr. 

Benjamin  G.  DiCarlo 

Forth  Worth  TX  76102-5315 
817  870  3014 

Arthur  Andersen 

Arthur  Andersen 

171  East  Ninth  Street 

1869  Charter  Lane,  Suite  301 

Houston 

Cleveland  OH  44114-2803 

Lancaster  PA  17601 

216  348  2767 

717  397  7525 

Charles  H.  Beynon  LH 
Arthur  Andersen 

Columbus 

Philadelphia 

711  Louisiana,  Suite  1300 

Timothy  O.  Cooper 

Howard  D.  Ross 

Houston  TX  77002 
713  237  2901 

Arthur  Andersen 

Arthur  Andersen 

Huntington  Center 
Suite  2000 

1601  Market  Street 
Philadelphia  PA  19103 

San  Antonio/Austin 

41  South  High  Street 

215  241  7453 

William  B.  Burnett 

Columbus  OH  43215-6150 

Arthur  Andersen 

614  229  5310 

70  N.E.  Loop  410 
Suite  1100 

San  Antonio  TX  78216 
210  979  3707 
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Utah 

Salt  Lake  City 

Dallas  H.  Bradford 

Arthur  /Vndersen 

36  South  State  Street 

Suite  1250 

Salt  Lake  Qty  UT  8411 1-1472 

801  533  0820 

Vermont 

Contact  our  Manchester  NH  office 

Virginia 

Richmond 

Richard  C.  McCullough,  Jr. 

Arthur  Andersen 

701  East  Franklin  Street 

Suite  1315 

Richmond  VA  23219 

804  343  6415 

McLean 

James  A.  Meriwether 

Arthur  Andersen 

8000  Tower  Crescent  Drive 

Suite  400 

Vienna  VA  22181 

703  734  4196 

Washington 

Seattle 

Robert  P.  Carlile 
Arthur  Andersen 
801  2nd  Avenue,  Suite  800 
Seattle  WA  98104-1509 
206  233  8278 

Wisconsin 

Milwaukee 

Lee  A.  Riordan 
Arthur  Andersen 
777  East  Wisconsin  Ave. 
P.O.  Box  1215 
Milwaukee  Wl  53202 
414  283  3381 

Puerto  Rico 

San  Juan 

Ramone  E.  Hilera 

Arthur  Andersen 

250  Munoz  Rivera  Avenue 

12th  Floor 

Hato  Rey  Puerto  Rico  00918 

809  759  3021 
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National  Small  Business  United  is  a  private,  nonprofit  association  representing  more  than 
65,000  small -business  owners  throughout  the  United  States.  NSBU  members  represent 
all  50  states  and  all  service  and  industrial  sectors.  In  addition  to  individuals.  NSBU 
members  include  local,  state,  regional  and  national  organizations  and  NSBU  state  chapters. 

NSBU's  mission  is  to  advocate  on  the  federal  level.  The  associahon  takes  a  non-partisan 
approach  when  working  with  Congress  and  elected  and  appointed  officials.  Through  this 
constructive  engagement,  NSBU  strives  to  improve  the  economic  environment  for  small- 
business  growth  and  survival. 

NSBU  has  a  strong  history  of  fostering  grassroots  activism  by  empowering  small-business 
owners  to  become  small -business  activists.  The  32-member  volunteer  board  of  trustees 
meets  throughout  the  year  to  set  policies  and  direct  the  Washington,  D.C. -based  staff. 

Each  year,  NSBU's  Fall  Federal  Issues  Retreat  provides  a  forum  for  small-business  leaders 
to  discuss  legislative  priorities.  Each  spring,  members  present  legislative  recommendations 
to  Congress  and  the  administration  during  the  NSBU  Washington  Presentation,  a 
grassroots  lobbying  event  that  began  in  the  1940s.  Throughout  the  year,  members  testify 
in  Congress  about  critical  issues  affecting  small  business. 

As  the  nation's  oldest  small-business  association,  NSBU  was  largely  responsible  for 
initiating  the  first  White  House  Conference  on  Small  Business. 

In  June  1995,  NSBU  expressed  the  concerns  of  small-business  owners  to  Congress  and 
the  Clinton  Administration  at  the  White  House  Conference  on  Small  Business  (WHCSB). 
The  2,000  conference  delegates,  small-business  owners  from  nationwide,  handed  a  bst  of 
60  action-items  deemed  most  important  to  the  small  business  community.  NSBU 
delegates  had  by  far  the  greatest  influence  over  the  agenda  having  recommended  a  total 
of  41  items.  In  fact,  eight  out  of  the  top-ten  vote-getters  were  NSBU  issues!  Among 
NSBU  recommendations  that  made  the  final  60  were: 

•  Health  Care  Reform:  Long  recommended  by  NSBU,  this  issue  received  the  fifth- 
highest  number  of  votes.  Delegates  strongly  encouraged  Congress  to  pass  health  care 
reform,  which  permits  voluntary  community  health-purchasing  cooperatives. 

•  Regulatory  Flexibility  Act:  Ranking  as  the  third-highest  recommendafion,  delegates 
suggested  that  the  REF  require  a  cost-benefit  analysis  along  with  judicial  review 

of  regulafions. 

•  Small  Business  Administration:  A  long-time  NSBU  issue,  conference  delegates 
listed  strengthening  the  SBA  as  a  top-priority,  ranking  in  the  top  20, 

•  Superfund:  As  the  fifth-highest  vote-getter  at  the  conference,  delegates 
recorrmiended  a  nine-step  process  to  help  reform  this  program. 


For  more  informafion  contact: 

NSBU's  national  headquarters 
1155  15th  Street,  NW 
Washington  D.C.  20005 
202  293  8830 
202  872  8543  fax 

NSBU:  Not  a  special  interest. . .  a  clear  path  for  the  common  interest. 
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NSBU 
Contacts 


1995  Officers 

Chair 

Mr.  Gary  B.  Kushner 

Kushner  &  Company,  Inc. 

141  East  Michigan  Avenue,  #400 

Kalamazoo  MI  49007 

616  342  1700 

616  342  1606  fax 

Term  Expires:  1995 

First  Vice  Chair 

Mr.  Kenneth  Heller 
NuTech  Environmental  Corp. 
5350  N.  Washington  Street 
Denver  CO  80216 
303  295  3702 
303  295  6145  fax 
Term  Expires:  1997 

Immediate  Past  President 

Mr.  Ronald  B.  Cohen 

Cohen  &  Company 

1300  East  9th  Street,  Suite  1310 

Cleveland  OH  44114 

216  579  1040 

216  579  0111  fax 

Term  Expires:  1995 

Secretary 

Ms.  Camille  Haney 

Strategic  Alliances  Group,  Inc. 

44  E.  Mifflin  Street,  #303 

Madison  WI  53703 

608  251  8156 

608  251  4136  fax 

Term  Expires:  1996 

Treasurer 

Mr.  Thomas  Farrell 

GSI  Consulting 

7451-1/2  Washington  Avenue 

Pittsburgh  PA  15218 

412  271  9128 

412  271  9129  fax 

Term  Expires:  1997 

Vice  Chair/ Advocacy 

Mr.  Kchard  Herring 
Gloucester  Company,  Inc. 
P.O.  Box  428/235  Cottage  Street 
Franklin  MA  02038 
508  528  2200 
508  520  3851  fax 
Term  Expires:  1997 


Vice  Chairman/Communications 

Ms.  Hazel  King 

H.A.  King  &  Associates 

311  West  Superior,  Suite  313 
Chicago  IL  60610 

312  664  8150 
312  664  7414  fax 
Term  Expires:  1996 

Vice  Chair/Marketing 

Mr.  Malcolm  Outlaw 

Sunwest  Mud  Company,  Inc. 

P.O.  Box  80593 

(Courier:  3002  West  Front/79701) 

Midland  TX  79709 

915  689  0777 

915  689  0846  fax 

Term  Expires:  1996 

President 

John  Paul  Galles 

National  Small  Business  United 

1155  15th  Street,  N.W.,  Suite  710 

Washington  DC  20005 

202  293  8830 

202  872  8543  fax 

Board  of  Trustees 

Ms.  Thelma  Ablan 

Stevenson  &  Associates 

680  North  Lake  Shore  Drive,  #925 

Chicago  IL  60611 

312  335  0067 

312  335  0068  fax 
Term  Expires:  1997 

Mr.  Pedro  Alfonso 
Dynamic  Concepts,  Inc. 
2176  Wisconsin  Avenue,  N.W. 
Washington  DC  20007 
202  944  8787 

202  333  8543/333  8945  fax 
Term  Expires:  1996 

Mr.  Gary  Baker 
Baker  Investment  Group 
2215  Londonderry 
Ann  Arbor  MI  48104 

313  971  3321 
313  971  3367  fax 
Term  Expires:  1997 

Ms.  Pamela  Finn 
Creative  Enterprises,  Inc. 
4506  "F"  Street 
Omaha  NE  68117 
402  733  0565 
402  733  5779  fax 
Term  Expires:  1996 
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Ms.  Joy  Gay 
ARR  Enterprises 
11652  Jollyville  Road 
Austin  TX  78759 
512  258  3008 
512  258  5345  tax 
Term  Expires:  1996 

Mr.  William  N.  Godfrey 
TEKRA  Corporation 
16700  W.  Lincoln  Avenue 
New  Berlin  Wl  53151 
414  784  5533 
414  797  3276  fax 
Term  Expires:  1996 

Ms.  Laura  Henderson 
Prospect  Associates,  Ltd. 
1801  Rockville  Pike,  Suite  500 
Rockville  MD  20852 
301  468  6555 
301  770  5164  fax 
Term  Expires:  1995 

Mr.  David  Hodgin 

American  Holiday  Resorts,  Inc. 

#2  Blue  HiU 

Scotts  Valley  CA  95066-3638 

408  438  1000 

408  438  2286  fax 

Term  Expires:  1995 

Mr.  Joseph  S.  landiorio 
landiorio  &  Teska 
260  Bear  Hill  Road 
Waltham  MA  02154 
617  890  5678 
617  890  1150  fax 
Term  Expires:  1995 

Mr,  Harold  Igdaloff 
Sungro  Chemicals,  Inc. 
P.O.  Box  24632 
Los  Angeles  CA  90024 
213  747  4125 
213  747  0942  fax 
Term  Expires:  1996 

Ms.  Linda  S.  Leake 

CHANGE  by  Leake 

4601  Six  Forks  Road,  Suite  500 

Raleigh  NC  27609 

919  787  7861 

919  782  7246  fax 

Term  Expires:  1997 

Mr.  William  N.  Lindsay,  III 
Benefit  Management  Design,  Inc. 
1720South  Bellaire Street,  Suite 250 
Denver  CO  80222 
303  691  0335 
303  691  2245  fax 
Term  Expires:  1996 


Ms.  Denise  Lloyd 

D.H.  Lloyd  &  Associates 

1625  K  Street,  N.W.,  Suite  1210 

Washington  DC  20006 

202  223  1506 

202  223  9438  fax 

Term  Expires:  1996 

Mr.  Toby  Malichi 

Malichi  Diversified,  Ltd. 

Corporate  Box  44165 

(Courier:  1228  Central  Ave  #B/46202) 

Indianapolis  IN  46244-0165 

317  253  2099 

317  253  9099  fax 

Term  Expires:  1995 

Ms.  Joyce  McLaughlin 
ARIsfo  Resources 
7914  Bowie  Drive 
Omaha  NE  68114 
402  393  0603 
402  397  4517  fax 
Term  Expires:  1997 

Ms.  Sharon  Miller 
Immediate  Temporary  Help 
415  Jerome  Street 
Midland  MI  48640 
517  631  0080 
517  631  8632  fax 
Term  Expires:  1997 

Mr.  John  C.  Rennie 

Pacer  Systems,  Inc. 

900  Technology  Park  Drive 

BiUenca  MA  01820 

508  667  8800 

508  667  8873  fax 

Term  Expires:  1995 

Mr.  Robert  Smith 

Spero- Smith  Investment  Advisers,  Inc. 

24075  Commerce  Park,  Suite  105 

Beachwood  OH  44122 

216  464  6266 

216  464  5387  fax 

Term  Expires:  1997 

Mr.  Arthur  Sweet 
Goremotive  Industries,  Inc. 
19236  Victory  Boulevard 
Reseda  CA  91335 
818  757  7072 
818  757  0988  fax 
Term  Expires:  1995 


Mr.  Victor  Tucci 

Three  Rivers  Health  St  Safety,  Inc. 

280  William  Pitt  Way 

Pittsburgh  PA  15238 

412  826  5599 

412  826  5595  fax 

Term  Expires:  1997 

Core  Representatives 

Mr.  David  R.  Pinkus 

Small  Business  United  of  Texas 
100  Congress  Avenue,  Suite  2000 
Aushn  TX  78701 
512  476  1707 
512  477  9697  fax 

Mr,  Gary  M.  Woodbury 

Small  Business  Association  of  Michigan 

222  N.  Washington  Square,  Suite  310 

Lansing  MI  48933 

517  482  8788 

517  482  4205  fax 

Honorary  Trustees 

Mr.  Shaw  Mudge 

Shaw  Mudge  &  Company 

P.O.  Box  1375 

(Courier:  16  Dyke  Lane-06902) 

Stamford  CT  06904-1375 

203  327  3132 

203  324  6104  fax 

Mr.  George  Saxon 
Conco  Systems,  Inc. 
135  Sylvan  Street 
Verona  PA  15157 
412  828  1166 
412  826  8255  fax 

Mr.  Lewis  Shattuck 
Executive  President 
Barre  Granite  Association 
51  Church  Street/Box  481 
Barre  Vermont  05641 
802  476  4131 
802  476  4765  fax 
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NSBU  Legislative  Counsel 

Mr^  Tom  Cator 

Mr  Allen  Neece 

Neece,  Cator  &  Associates 

1050  17th  Street,  N.W.,  Suite  810 

Washington  DC  20036 

202  887  5599 

202  223  8608  fax 

NSBU  Legal  Counsel 

Ms.  Hope  Eastman 
Paley,  Rothman,  Goldstein, 
Rosenberg  &  Cooper 
4800  Hampden  Laiie 
Bethesda  MD  20814 
301  656  7603 
301  654  7354  fax 


Council  of  Regional  Executives 

Robert  Bernier 

Association  of  Small  Business 

Development  Centers 

1313  Famam,  Suite  132 

Omaha  NE  68182 

402  595  2387 

402  554  3747  fax 

Mr.  Van  Billington 

Retail  Confectioners  International 

1807  Glenview  Road 

Glenview  IL  60025 

708  724  6120 

708  724  2719  fax 

Mr.  Alan  Sklar 

Small  Business  United  of  niinois 

c/o  Gleeson,  Sklar,  Sawyer  &  Cumpata 

5550  West  Touhy,  Suite  300 

Skokie  IL  60077 

708  673  4500 

708  673  3949  fax 

Mr.  Tom  Gunn 

Arizona  Small  Business  Association 
1500  E.  Bethany  Home  Road,  Suite  120 
Phoenix  AZ  85814 

Ms.  Christy  Huston 

Indiana  Chamber  of  Commerce 

Small  Business  Council 

One  Nori;h  Capitol  Avenue,  #200 

Indianapolis  IN  46204 

317  264  6892 

317  264  6855  fax 

Ms.  Hilda  Heglund,  Executive  Director 
Council  of  Small  Business  Executives 
Milwaukee  Chamber  of  Commerce 
756  N.  Milwaukee  Street,  Suite  400 
Milwaukee  WI 53202 
414  273  3000 
414  271  7753  fax 

Mr.  Leo  R.  McDonough,  President 
SMC-"The  Voice  of  Smaller  Business" 
1400  S.  Braddock  Avenue 
Pittsburgh  PA  15218 
412  371  1500 
412  371  0460  fax 

Mr.  Richard  Kaufman 

Association  Manager 

California  Small  Business  Association 

40  East  Verdugo  Avenue 

Burbank  CA  91502 

818  972  5318 

818  972  5301  fax 


Mr.  Peter  F.  McNeish,  President 

National  Assodahon  of  Small  Business 

Investment  Companies 

1199  N  Fairfax  Street,  Suite  200 

Alexandria  VA  22314 

703  683  1601 

703  683  1605  fax 

Independent  Business 

Association  of  Wisconsin 

Washington  Square  Building 

1400  F^st  Washington  Avenue,  Suite  282 

Madison  Wl  53703 

608  251  5546 

608  251  5952  fax 

Mr  David  R.  Pinkus 

Small  Business  United  of  Texas 

100  Congress  Avenue,  Suite  2000 

Austin  Texas  78701 

512  476  1707 

512  477  9697  fax 

Mr.  Rob  Fowler 

Council  of  Smaller  Enterprises 

Greater  Cleveland  Growth  Association 

200  Tower  City  Center,  50  PubUc  Square 

Cleveland  OH  44113-2291 

216  621  3300 

216  621 6013Jax 

Ms.  Julie  Scofield 

Smaller  Business  Association 

of  New  England 

204  Second  Avenue,  P.O.  Box  9117 

Waltham  MA  02254-9117 

617  890  9070 
617  890  4567  fax 

Mr.  Anthony  R.  Wilkinson,  President 
NaHonal  Associarion  of  Government 
Guaranteed  Lenders,  Inc.,  P.O.  Box  332 
Stillwater  OK  74076 
405  377  4022 
405  377  3931  fax 

Mr.  Gary  M.  Woodbury,  President 
Small  Business  Association  of  Michigan 
222  N.  Washington  Square 
Lansing  MI  48901 
517  482  8788 
517  482  4205  fax 

Ms.  Sheelah  R.  Yawitz,  President 

Missouri  Merchants  & 

Manufacturers  Association 

16100  Chesterfield  ViUage  Pkwy,  Suite  270 

Chesterfield  MO  63017 

314  537  1360 

314  537  4901  fax 

Ms.  Marilynn  E.  Force 
Colorado  Small  Business  United 
3635  Holland  Court 
Wheatndge  CO  80033 
303  420  2253 
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Banks'  interest 
in  customers 
dips  as  banks 
rack  up  profits 

Continued  from  Page  CI 

levy  a  service  charge  on  customers 
too  poor  to  maintain  a  minumimi 
balance. 

I  am,  despite  what  you  might  hear 
from  my  friends,  largely  resigned  to 
the  impersonal  speed  of  modem 
times.  But,  when  it  comes  to  money,  I 
am  still  among  those  who  are  tempt- 
ed to  bite  a  coin  to  test  its  worth. 

From  the  day  I  first  trusted  a  bank 
with  my  sack  of  pennies,  nickels, 
dimes  and  quarters  and  accepted  a 
passbook  as  documentation  of  my 
claim  to  ownership,  I  have  been 
wary.  Now,  with  electromc  deposit 
of  paychecks,  money  has  become 
theoretical  rather  than  physical. 
The  satisfying  feeling  of  cashing  a 
paycheck  and  taking  some  money 
for  spending  is  missing.  Money  is 
no  longer  safely  stored  in  vaults.  It 
is  locked  in  computer  chips. 

Banks,  which  once  placed  a  pre- 
mium on  imposing-looking  front 
doors,  vast  lobbies,  barred  tellers' 
windows  and  the  always  visible 
heavy  safe  doors,  would  prefer  that 
customers  stay  away.  From  the  days 
of  towering  marble  pillars  on  a 
town's  most  prominent  street, 
banks  have  become  vending  ma- 
chines tucked  into  shopping  malls 
or  housed  in  tiny  vestibules  that 
could  double  as  cheap  bus  shelters. 
Che-same  marketing  teams  that 
welcomed  me  to  my  new  bank  must 
have  been  the  ones  hired  to  cele- 
brate the  first  teUer  machines.  The    ; 
automatic  tellers  were  a  new  cus- 
tomer service,  we  were  told,  and 
they  saved  banks  money.  The  cash 
machines  work  24  hours  a  day  with- 
out pay  or  benefits.  They  don't  slow 
down  business  by  asking  customers 
about  their  kids  or  complimenting 
them  on  a  new  tie. 

Sank  officials  quickly  forgot 
about  the  money  they  saved  with 
their  cash  machines  and  introduced.  - 
transaction  fees.  The  automatic  tell- 
ers became  just  another  way  to  Mck 
depositors  for  wanting  their  own 
money. 

Even  as  my  money  has  wandered 
the  fiscal  highway,  I  have  refused  to 
get  a  bank  card.  I  like  at  least  the 
sense  that  real  people  handle  and 
even  care  about  my  savings  and  ■ 
checking  accounts.  I  will  continue 
to  seek  out  real  tellers  who  count 
my  money  twice  and  frequently 
wish  me  a  nice  day.  Human  tellers 
don't  charge  for  making  withdraw- 
als and  deposits  —  at  least  they 
didn't  ut  my  old  bank. 
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BUSINESSEXTRA 

'Non-bank  banks'  on  the  rise 


Firms  offer  creative 
lending  solutions 


By  Chris  Capot 


/^. 


Kevin  S  Tiemey  and  Perm  Rittcr  see 
themselves  as  pioncen  cutting  a  swalh 
through  ConnccDcul's  financial  praine 

Tiemey  and  Riticr  nin  companies 
that  arc  known  as  "non-bank  banks," 
which  are  firms  that  don't  take  deposits 
but  still  lend  to  businesses,  like  banks 
do. 

Or.  Tiemey  and  Rjlter  say.  like 
banks  ihould  do 

Tiemey  mns  Connecticut  Business 
Credit  Inc.  in  Branford.  and  Rjtier  oper- 
ates Business  Lenders  Inc.  in  Hartford 
They  believe  their  firms  arc  acQng 
more  like  banks  once  did:  Giving  com- 
panies a  leg  up  m  bad  times 

These  companies  say  they've  found 
a  significant  niche  in  Connecticut's  de- 
pressed economy  by  providing  creative 
lending  solutions  that  traditional  banks 
not  attempQng 

'What  I  have  found  is  that  compa- 
nies with  sales  under  about  S5  million  a 
year,  whose  borrowmg  needs  arc  under 
about  S2  million  —  which  is  probably 
about  90  percent  of  most  businesses  m 
Connecticut  —  are  in  many  ways  like 
nomads  wandenng  the  Connecticut 
landscape,  trying  to  find  lenders  thai 
understand  them."  said  Tiemey.  a  47- 
year-old   veteran   banker 

"We're  filling  the  void,"  he  said 

Th*  diflarancat:  While  most 
bankers  believe  the  number  of  "non- 
bank  banks"  is  on  the  rise  naoonally. 
the  number  of  traditional  banks  is 
waning- 

According  to  the  Connecticut 
Bankers  Association  and  the  Federal 
Reserve  Bank  of  Boston,  no  good  data 
exists  on  the  number  of  non-bank  insti- 
tulions  in  the  country.  Thai's  because 
most  are  unregulated  or  are  regulated 
by  a  variety  of  government  agencies, 
from  the  Securities  and  Exchange  Com- 
mission to  the  Federal  Trade  Commis- 
sion and.  sometiincs.  staie  banking 
dq)artmcnts 

Generally  an  insDtudon  is  subject  to 
federal  and  state  banking  regulabons  if 
It  holds  deposits  and  uses  them  to  make 
loans. 

The  number  of  iradmonal  banks  in 


From  left,  Connecticut  Ventures'  Peter  Curtis,  Bob  Mahoney  and  President  Kevin  Tiamev  0et  newn  on  a  deal. 


the  country  has  fallen  from  1 1 .000  in 
the  mid-1980s  to  about  8.000  today, 
according  to  the  CBA 

The  five  New  England  stales  had 
758  banks  in  1985.  but  only  510  in 
1994.  according  to  Susan  Baimon,  a 
rcsareher  at  the  Fedcr^  Reserve  Bank 
of  Boston 

Of  course,  the  "non-bank  banks" 
arc  not  for  every  business,  Tiemey 
says  Money  isn't  free,  and  there's 
some  nsk. 

"It's  not  a  business  for  the  weak  of 
heart,"  Tiemey  said. 

Typically.  non-bank  banks  that  spe- 
cialize in  cotiunercial  lending  can  de- 
bver  loans  faster  and  for  slightly  lower 
interest    rates    than    traditional    banks 


Cover  Story 


Also,  non-bank  banks  arc  often  staffed 
by  veteran  bankers  who  have  commcr- 
aal  lending  expertise  but  were  victuns 
of  the  consolidation  in  the  bankmg 
industry 

Non-bank  banks  have  the  ability  to 
package  financing  from  secondary  mar- 
kets, like  pension  funds  and  venture 
capital  firms,  sources  that  banks  don't 
seek  out.  Banks  use  federally  insured 
deposit  money,  which  is  heavily 
rcgulated- 

Mosl  of  the  tunc,  non-bank  banks 
use  commercial  real  estate  as  collateral 


for  loans.  The  nsk  to  borrowers  is  thai 
they  could  lose  that  property  if  ihey 
default  on  the  loan. 

Bnan  Dreyer.  ■cnior  vice  prcsideni 
for  commcitJial  lendmg  at  People's 
Bank,  said  amaU-busiiieai  iBveauutot 
compaxucs.  or  SBICs.  attd  commercial 
fliunce  conipaiues,  of  CFCs  —  other 
names  for  non-banks  —  are  m  a  high- 
nsk  business  With  assets  of  $6.5  bil- 
lion. People's  has  the  largest  commer- 
cial banking  portfolio  of  any 
Coimccacul- based  bank. 

"Obviously  banks  arc  regulated 
lenders,  by  the  federal  govenunent  and 
stale    government.    We're    ethical 

Please  see  Banks.  Page  FU 
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Alexion  gets 
$100,000  for 
gene  research 

NEW  HAVEN  —  Alexion  Phamu 
ceuDcals  Inc.  has  received  its  second 
Phase  I  Small  Business  InnovaDon 
Research  Grant  for  its  in  vivo  gene 
therapy  program,  the  company  said 
Monday 

The  $100,000  grant  will  go  to 
Alexion  senior  scicntisi  Russell 
Rothcr.  die  principle  investigator, 
for  further  development  of  Alcxion's 
propnetary  unmune-protectcd  retro- 
viraJ  veclor  partjcles  and  producer 
cells,  which  arc  designed  to  be  di- 
rectly admuustered  to  paoenu  for  m 
VIVO  human  gene  therapy 

A  report  on  Alexion's  work  in 
this  area  was  pubUshcd  in  ihc  Apnl 
issue  of  the  journal  Human  Gene 
Therapy 

Retro  viral -mediated  gene  transfer 
IS  employed  in  the  majority  of  the 
more  than  100  approved  gene  thera- 
py trials.  Despite  the  recent  advances 
in  die  use  of  retroviral  vectors  for 
gene  transfer,  nearly  all  human  gene 
therapy  trials  are  Unutcd  to  cumber- 
some ex  VIVO  appbcadons  —  trans- 
duction of  autologous  cells  outside 
the  body  and  subsequent  admiiustra- 
Bon  of  these  engineered  cells  back  to 
panents 


Slamming:  States  say  companies  should  be  liable 


Coniuuifd  from  Page  Di 


certainly  look  at  whatever  the  anomeys 
general  have  to  say,"  said  Kathleen 
Wallman.  chief  of  the  FCCs  Common 
Carrier  Bureau 

Slamming  is  the  largest  source  of 
complaints  at  the  FCC,  accounting  for 
more  than  700  a  month  Some  states 
receive  many  more  complaints,  with 
Nevada  logging  more  than  7.000  a 
month 

The  states  also  want  the  FCC  to  re- 
quire thai  promooonal  maienals  sent  lo 
prospective  customers  be  separate  from 
documents  thai  would  authorize  a 
change  in  long-distance  service 

Under  the  FCCs  revised  rules,  the 
matenals  are  supposed  to  he  separate 
but  compaiues  are  permitted  some  ex- 
ceptions They  can,  for  example,  use 
one  long  sheet  where  the  authonzadon 
form  may  be  separated  by  a  perforated 
Lnc 


The  PCC's  revised  rules  also  lei  a 
company  using  a  check  as  an  induce 
ment  lo  also  use  il  as  the  authonzadon 
form  as  long  as  this  is  made  clear  lo 
consumers. 

The  stales  want  the  check  and  the 

authorization  form  lo  be  separate 
"People  do  not  expect  that  Ihcy  are 
sigmng  a  binding  contract  by  cashing  a 
check,"  Blumenihal  said  "These  are 
misleading  promotions  that  benefit  the 
long-distance  companies,  not 
consumers. ' ' 

In  addiDon.  the  states  also  want  the 
FCC  lo  require  authonzation  forms  to 
be  in  the  same  language  as  promotional 
materials 

Studies  have  shown  that  people 
whose  primary  language  is  not  English 
are  often  victims  of  slammers 

It  IS  illegal  for  a  company  lo  switch 
a  person's  loog-distance  service  with- 


out permission  Under  rules  adopted  in 
1992.  the  FCC  requires  companies  try- 
ing to  woo  cusioi.iers  by  direct  mail  or 
other  printed  matenals  (o  obtain  an  au- 
thonzation form  signed  by  the  custom- 
er before  service  may  be  legally 
switched 

For  phone  solicitations,  the  FCC  re- 
quires long-distance  compaiues  to  ob- 
tain confirmaDon  thai  a  switch  has  been 
authonzcd  They  can  do  this  by  obtain- 
ing the  consumers  wntten  authonza- 
tion or  by  gemng  oral  authonzation 
venfied  by  an  indepcndcni  third  party. 

Besides  ConnccOcut,  the  states  seek- 
ing stronger  rules  are  Anzona.  Arkan- 
sas. Caiiforrua.  Flonda.  Idaho,  Illinois. 
Indiana,  Iowa.  Kansas,  Maryland. 
Michigan.  Minnesota.  Mississippi. 
Missoun.  Nevada.  New  Jersey.  New 
Mexico.  North  Carolina.  Pennsylvania. 
Rhode  Island.  Tennessee.  Veimont. 
West   Virginia  and  Wisconsin. 


Pensions:  People  need  lessons  on  saving  and  investing,  Feen  says 

Continued  from  Page  Di  greatly  improve  their  hirures  by  putong      he  said. 


Amencans.  Fecn  said  he  suggested  the 
council  consider  recommending  thai 
curriculum  changes  be  made  as  early  as 
in  elementary  school 

"We  must  educate  children  in  the 
grammar  and  middle  schools  on  the 
importance  of  savings  so  that  they  learn 
how    banks    work    and   how    they   can 


greatly  improve  their  hitures  by  putong 
aside  allowances  or  whatever  money 
they  may  earn  or  receive  as  gifts." 
Fecn  said 

In  addition,  the  council  will  proba- 
bly recommend  that  public  high 
schools  introduce  personal  finance 
courses 

"Otherwise  they  become  adults  and 
don't  know  what  to  do  with  money." 


A  soluDon  musi  also  be  found  for 
the  nation's  high  school  dropout  prob- 
lem. Feen  said,  citing  figures  that  show 
three  out  of  (our  high  school  dropouts 
have  no  pension  plans 

in  comparison,  two  out  of  every 
three  workers  with  college  degrees 
work  in  jobs  thai  do  supply  a  pension. 


Banks:  These  institutions  step  in  where  the  traditional  stop 


Connruud  from  Page  DI 


scnbes  himself  and  his  company  as  a 
"financial  intermediary" 

From  his  office  in  Branford  on  East 


lenders,  by  the  federal  government  and 

stale    government     Were    ethical  .-        c^      -y  

lenders,  and  we  don't  use  what  we  used         **"  ^"**'-  'lemey  and  his  colleagues 

to  call   'sharp  business  pracDces  ■   We  "    "^    several    compames    under    the 

also  give  back   into  die  commumties  Connecticut    Ventures    LLC    umbrella 

with    our    people    donaong    dme    and  ^^"   ''*">'   s^rviang   clients  dunng   a 

money  to  civic  orgamzaQons.  spuosor-  '^Po"*'""  >"S"  last  week    Most  people 

ing  events  "  wen  on  the  phone   Others  were  either 

Dreyer  said  banks,  in  general    have  °^   """  ^'^   '"   '^'"   talking   with  a 

to  be  much  more  responsible  in  their  '^^^J}};  °' .?"  *^V  **>  °"'  '°  '""'  '  " 


lending  pracoces 

"We're  nol  making  high-nsk  loans, 
and  if  you  need  one,  a  non-bank  bank  is 
probably  the  place  to  go."  Dreyer  said 

Jerry  Noonan.  president  of  the  Con- 
necticut Bankers  Assoaadon,  said  that 
banks  are  handcuffed  by  regulations 
that  complicate  lending  to  small 
businesses 

"1  think  the  finanaal  services  indus- 
try IS  beconung  so  diverse  thai  there's  a 
place  for  a  lot  of  people  to  go, ' ' 
Noonan  said  'Our  problem  as  banks  is 
that  these  companies  can  pick  away  at 
the  market  They  doni  have  the  regula- 
tory controls  we  have  " 

Of  course,  where  there's  money  to 


'I'm  the  link  between  sources  of 
capital  and  those  that  need  to  borrow," 
Ticmcy  said,  "Banks  aren't  filling  thai 
role  They  say  they  are,  but  ihey 
aren't." 

Tiemey  has  seen  the  Connecticut 
banking  business  from  many  sides,  first 
with  the  former  Hartford  National 
Bank,  then  wibi  the  fortner  Union  Trust 
Co  and  then  Citilmst  where  he  was  in 
charge  of  problem  loans 

Now.  Connecticut  Business  Credit 
loans  to  every  business,  from  start-up 
financings  to  complicated  (or  as  Tier- 
ney  calls  them  "exotic")  real  esute 
refinancings  and  everything  in  between 

Robert  Parker,  president  of  Fairfield 


be  made  the  big  nationwide  financing  J«sourccs.   a   diversified   company 

companies    do    swoop    in    to    provide  *=stpon  that's  currently  converting  a 

some  competition   for  companies   hke  ^^""^  ^^  gravel  company  that  it  owns 

Tiemcy's  aikl  Rirter's  '"'*'  ^  residential  development  compa- 

For  iiutancc,  AT&T  Capital  opened  "^-  ^^°  received  some  financial  help 

an  office  for  its  AT&T  Small  Business  '"*'"  Connecticui  Business  Credit 
Lending  Corp    at    105  Sanford  Sl   in  Although    he    wouldn't    be    specific 


Hamden  in  November   1994. 

That  office,  staffed  by  I>ave  Spor- 
teUi.  provides  convcnbonal  loans,  fran- 
chise loans  and  SBA-backed  loans 
AT&T  Capital,  the  fifth  largest  SBA 


about  the  financing.  Parker  did  say  that 
non-bank  banks  are  the  way  to  go  for 
out -of-ihe -ordinary  help 

"Tradilonal  banks  are  on  the  way 
out."   Parker  said    "They  put  a  lot  of 


licensed  non-bank  lender  in  the  Umied     *<l^crtising  out  and  say  they're  fncndly 

States,   provided   over  S92   miUion   in     '"  businesses,  but  the  dme  when  you 

loans  m    1994  "«^  "hem  they're  not  there   They  talk 

the  talk,  but  they  don't  walk  the  walk." 

T)«rn«y't   vantur*:   Tiemey    de-         Whittlesey  &  Halley.  an  accounOng 


firm  in  Hartford,  wanted  to  refinarKC  a 
loan  on  its  building  at  147  Charter  Oak 
Ave  The  way  a  standard  bank  deal  is 
structured,  each  of  the  firm's  seven 
partners  would  have  to  guarantee  the 
entire  amount  of  the  refinancing  To 
avoid  that  mess,  the  firm  called 
Tiemey 

Tiemey  was  able  to  stnicmre  a  deal 
that  was  bener  than  a  traditional  bank 
refinancing  because  it  allowed  the  part- 
nership lo  guarantee  the  amount  of  the 
loan,  so  each  partner  was  on  the  hook 
for  only  one-seventh  of  the  refinancing 

"Most  of  the  banks  wouldn't  do 
that,'  said  Richard  Pelletier,  chief  fi- 
nancial officer  for  Whittlesey  &  Had- 
ley  "The  term  and  the  rate  were  better 
than  the  banks  were  offering,  too" 

Connecticut  Business  Credit  has 
more  than  70  commercial  loans  in  the 
works,  worth  about  $160  tmllion,  Tier- 
ney  said 

Ritter'a  non-bank:  For  13  years, 
Ritter.  40.  was  assistant  House  clerk 
and  then  House  clerk  at  the  General 
Assembly  in  Hartford  There  he  saw  the 
need  small  businesses  had  for  a  non- 
bank  lending  msDtution.  he  recalled 

So  he  gathered  some  veteran  loan 
officers,  many  of  whom  were  victims 
of  the  consolidaQon  in  the  banking  m- 
dustry.  and  started  Business  Lenders  in 
November  1994, 

"We're  a  bank  in  that  oor  sole  pur- 
pose IS  to  fund  small  businesses."  Rit- 
ter said,  "We  make  business  loans, 
that's  all  we  do  We  have  lending  offi- 
cers, old-fashioned  lending  o^icers 
who  deal  with  individual  small-busi- 
ness owners  on-site" 

Rittcr  said  Business  Lenders  Inc. 
now  has  about  15  employees  and  is  the 
only  non-bank  SBA-lendcr  of  its  size  in 


Connecticut 

So  far,  the  company  has  made  more 
than  40  loans  worth  more  than  SIO 
million,  and  Ritier  just  added  four  more 
loan  officers  and  expects  very  strong 
growth 

Claudia  Bchnkc.  26.  of  Bethany. 
went  lo  Tiemey  after  her  attempts  to 
get  loans  at  two  tradioonal  banks 
failed  She  needed  money  to  convert  a 
building  into  a  day-care  center  in 
Milford 

"We  had  a  financial  repon  for  them 
but  It  was  for  something  that  hadn't 
started  yet,"  said  Bchnke.  who  previ- 
ously ran  a  home  day  care  "It  looked 
nice  on  paper,  but  they  wanted  (more  of 
a  track   record)  " 

After  talking  with  Ritter.  wh<  visited 
her  site  on  Oxford  Road  in  Milford.  she 
got  her  financing  Now,  Behnke  and 
her  parmer.  Chnstina  Dadano,  plan  to 
open  Enchanted  Forest  Day  Care  Cen- 
ter later  this  month 

"We  are  extremely  satisfied  with  the 
help  they've  given  us,"  Behnke  said 
"It's  been  more  of  a  fnendship  " 

Ritter  said  the  loan  for  Enchanted 
Forest  in  Milford  was  for  $500,000 

Tom  Hennessey,  owner  of  Forbes 
Avenue  Shell  at  401  Forbes  Ave  in 
New  Haven,  needed  a  loan  for  his  busi- 
nesses but  was  slopped  at  his  bank 

"Thank  God  (Business  Lenders)." 
Hennessey  said  "I've  been  in  business 
for  about  eight  years  and  deposit  about 
Jl  million  every  year,  and  my  bank 
looked  ai  me  like  I  had  three  heads 
when  I  asked  them  for  a  loan  to  buy 
this  property 

"They  wanted  three  forms  of  liquid 
assets  before  even  considenng  it.  If  I 
had  that  I  wouldn't  need  a  loan." 
Hennessey  said  "Business  Lenders 
wrote  us  a  loan  through  SBA  " 
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Research  and  Publications 

Small  Business  Research  Awards 
for  FY  1995  Announced 


The  Effect  of  Interstate  Banking 
on  Small  Business  Lending:  Im- 
pact of  the  Banking  and  Branch- 
ing Efficiency  Act,  P.L.  103-32. 

(Awarded  to  Joe  Peek  of  Sharon, 
Massachusetts.)  There  are  indica- 
tions that  many  large  acquiring 
banks  have  httle  interest  in  main- 
tainins  the  historical  lending  rela- 
tionships  fostered  by  the  smaller 
banks  they  acquire.  This  study  will 
use  a  national  panel  of  commercial 
and  savings  banks  to  estimate  how 
consolidation  in  the  banking  Indus- 
try  may  influence  small  business 
credit  availability.^ 


The  Small  Business  AcKncak'       "pai;e  .^  Fohruan  IW6 
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The  credit  crunch  —  bank 
examiners  stage  an  uprising 


•  lion  Dv  noO^i  NauMck^i  j 


Uv  ELIOT  JANEWAV 

Surpn^es  again  and  again  intrude  upon 
the  normal  workings  of  Ihe  business 
cvcic,  reversing  ils  course  and  its 
impact  on  the  markets.  Front-page 
headlines  in  The  New  York  Times  and 
The  Wall  Street  Journal  have 
ili-^rloscd  that  the  countrv's  lowly  corps  of 
bank  examiners  is  busy  preparing  a  big,  bad 
Mirpnsc  lor  the  economy 

Federal  Reserve  Chairman  Alan  S. 
C.recnspan  let  the  cat  out  of  the  bag  when  he 
shilU-shallicd  about  what  the  examiners  were 
lip  to  while  he  and  his  colleagues  were  doing 
riniliine  hut  talking  The  Fed  controls  one  set 
111  national  hank  examiners,  and  the 
Uoparlmcnt  of  the  Treasury  the  other, 

First,  Greenspan  told  a  congressional 
<  ommiUce  thai  banks  were  lightening  credit 
despite  the  Fed  s  professed  hesitation  early 
tins  spring  to  lake  this  risk  in  1990s  shaky 
rconomv  Then,  lie  assured  the  news  media 
Hint  the  Fed  could  lind    little  evidence"  of  a 
■  credit  crunch  '  Days  later,  he  and  fellow 
regulators  made  headlines  by  summoning  the 


ii'iii^"'  (  liiiii^  On  lfr\ttaUzi>ig  the  Amrttran 
llr  !•  rtilr  f(Mt  niitrti  /."  lUr  Hoitimnrt  Sun 


Amencan  Bankers  Association  to  a  private 
session  at  which  they  warned  the  banks  "to 
avoid"  the  supposedly  non-existent  credit 
crunch. 

Amid  recriminatioDS  at  the  May  budget 
summit,  the  Fed  published  Its  March  minutes. 
The  New  York  Times  interpreted  them  as 
resolving  to  tighten  credit  after  all  because  of 
"information"  received  that  the  economy. 
plainly  weakening,  was  due  to  strengthen  The 
Wall  Street  Journal  read  them  as  refusing  to 
nudge  interest  rates  up  t>ecause  the  credit 
crunch  was  already  doing  so.  Take  your  pick- 

The  bank  examiners  themselves  struck  the 
only  consistent  note  amid  this  bobbing  and 
weaving.  At  their  Chicago  convention,  they 
made  no  bones  about  having  put  a  crunch  on; 
and  they  announced  their  intention  to  tighten 
It, 

Underlings  routinely  stage  uprisings  against 
their  commanders  in  Third  World 
dictatorships.  America's  trained  army  of  bank] 
examiners  has  just  pulled  one  off  against  the 
country's  duly  constituted  economic  high 
i  command.  They  have  exposed  the  economy  tol 
a  credit  crunch  at  a  time  when  its  leaders  - 
beginning  with  the  president  himself  —  are 
admitting  and  spreading  confusion  over 
national  economic  prospects  and  options. 
Each  alone  would  be  upsetting  to  the 


marketplace.  It  cannot  take  both  in  stride 

Nevertheless,  the  country's  economists  have 
continued  to  take  and  to  give  comfort  by 
promising  a  "soft-landing. "  which  is  econ- 
speak  for  the  best  of  both  worlds  —  victory 
over  both  inflation  and  recession.  But  they 
have  an  alibi  for  standing  pat. 

The  fraternity  divides  into  two  groups  of 
specialists.  Those  grading  the  performance  of 
the  economy  count  the  official  numbers;  the 
policy  watchers  weigh  official  words.  The 
statistics,  always  slow,  have  yet  to  record  any 
evidence  of  distress  spreading  throughout  the 
economy.  Nor  have  the  policy-makers  sounded 
any  alarms 

Bank  examiners,  after  all,  are 
administrative  instruments  of  policy-makers, 
not  makers  of  policy  themselves  When  they    / 
plunge  into  a  policy  vacuum,  without  | 

directions  or  permission  from  their  policy 
superiors,  their  muscular  thinking  is  bound  In 
precipitate  chaos;  and  the  policy-makers  arc 
already  lamenting  tell-tale  signs  of  its  onset: 
witness  the  budget  summit.  The  surprise  is 
greatest  among  the  economists,  none  of  whom 
ever  dreamed  the  bank  examiners  would  rush 
in  where  their  policy  chiefs  fear  to  tread. 

The  green-eye-shade  boys,  however,  go  by 
the  rules  in  their  manuals.  Banks  need  capital 
to  put  loans  on  the  books  and  keep  them  there; 
contrariwise,  as  banks  lose  capital,  they  must 
stop  making  new  loans  and  start  canceling  old 
ones.  Banks  that  can't  make  loans  can't 
compete  for  deposits.  No  exceptions,  just 
numbers.  Never  mind  the  conscnuonccs 

'fhe  consequences  have  entangled  the 
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country's  economic  managers,  in- 
cluding the  president,  in  a  war  of 
words  that  precludes  the  remedial 
action  that  is  clearly  needed.  Consid- 
ering the  remedies  advocated  by 
some  of  them,  the  predictable  stale- 
mate at  the  budget  summit  might 
have  been  a  mercy  if  the  examiners' 
policy  chiefs  had  only  made  emer- 
gency arrangements  to  keep  the  ma- 
chinery running  as  long  as  the  spar- 
ring did. 

The  Fed  and.  the  Treasury  could 
have  instructeovthe  examiners  to 
ease  the  rules."  .^liernatively,  they 
could  h^e  improvised  temporary, 
accommodation  for  banks  smaller 
than  the  name  banks  qualified  by 
size  for  bailouts.  Instead,  they  invit- 
ed the  examiners  to  compound  the 
admitted  credit  cost-squeeze  of  1989 
with  the  creeping  credit-supply 
crunch  of  1990.  They  showed  no  sen- 
sitivity to  the  ominous  countdown, 
recorded  in  the  Fed's  own  statistics, 
that  the  banks  had  just  about  lent  out 
their  deposits  before  the  examiners 
cracked  down  on  them. 
'  The  crackdown  on  lending,  though 
directed  at  bank  lenders,  is  victimiz- 
ing bank  borrowers  in  good  standing, 
especially  the  smaller  ones  who  ac- 
count for  most  of  the  country's  em- 
ployment. It  was  their  money  that 
had  been  keeping  endangered  banks 
afloat.  But  now  the  chain  reaction  is 
shrinking  deposits  in  banks  labeled 
as  shaky.  Such  broad  concerns  are 
not  the  responsibility  of  the  examin- 
ers, at  least  in  their  present  frame  of 
mind.  A  Florida  bank  president 
quotes  examiners  threatening  "to 
put  bank  lending  officers  in  jail  for 
making  any  more  real-estate  loans." 

Yet  more  real-estate  loans  are  the 
only  alternative  to  more  real-estate 
bankruptcies,  and  more  real-estate 
bankruj)tcies  are  guaranteed  to  keep 


the  vicious  circle  going:  more  bank  ' 
failures,  more  crackdowns  by  bank 
examiners  and  more  hand-wringing 
by      distraught      policy-mak- 
ers. 

For  an  administration  that  pays 
constant  lip  service  to  free-market 
forces,  this  one  has  learned  remark- 
ably little  about  their  workings.  So 
long  as  the  savings  and  loans  had 
money,  the  banks  were  happy  to 
grab  it.  In  return,  they  dumped  their 
real-estate  garbage  onto  the  S&Ls. 
But  the  legendary  shrewdness  of  Jo- 
seph Kennedy  was  not  needed  to 
foresee  that  once  the  S&Ls  ran  out  of 
money,  the  banks  would  be  stuck 
carrying  this  same  real-estate  gar- 
bage and  that  the  drain  would  run 
them  out  of  money,  too.  A  crowning 
irony  has  left  the  ideologues  who 
rushed  to  deregulate  banks  during 
the  1980s  presiding  over  their  re- 
regulation  by  the  paper  pushers 
whom  free  marketeers  abhor. 
/y  It  is  comforting  to  recall  that  ev- 
ery recession  since  1945  has  bounced 
back  into  a  boom.  But  the  reason  for 
this  is  disturbing.  Each  recovery  has 
started  with  a  dramatic  increase  in 
bank  lending,  particularly  on  real 
estate. 

Whatever  label  the  economists 
may  eventually  agree  upon  to  de- 
scribe the  difficulties  the  economy  is 
suffering  today,  the  banks  are  not 
free  to  resolve  them  by  the  familiar 
expedient  of  increasing  loans,  par- 
ticularly on  real  estate. 

That's  the  unpleasant  surprise. 
The  question  it  raises  is  whether 
Washington  can  find  an  alternative 
expedient  to  release  the  economy 
from  the  credit  crunch.  The  most 
intelligible  resolution  of  the  war  of 
words  at  the  policy  level  may  be  the 
simplest  at  the  administrative  level: 
for  the  policy-makers  to  send  the 
bank  examiners  about  their  normal 
business. 
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Chart  3.2:     Sources  of  Funds  for  Small  and  Large  Corporations,    1978-1980 
Average 


Other  Internal 
45% 


Depreciation 
36.9% 


Retained  Earnings 
14.1% 


Small  Corporations 

($85  Billion) 


Trade  Debt 
10.8% 


Other  Short-Term 
Debt  14.0% 


Shareholders' 

Loans  5J% 

Capital  22% 


Other  Long-Term 
Debt  11.8% 


Other  Internal 
1.4% 

Depreciation 
24.8% 


Retained  Earnings 
16.6% 


Large  Corporations 

($435  Billion) 


Trade  Debt 
9.0% 


Other  Short-Term 
Debt  17.0% 


Capital 
9.4% 


Other  Long-Term 
Debt  217% 


^  Total  Internal  Funds 
^  Total  External  funds 

Source:  Data  computed  from  U.S.  Department  of  the  Treasury,  Internal  Revenue  Service, 
Corporation  Source  Book  of  Statistics  of  Income  (Washington,  D.C.:  Government  Printing 
Office,  various  issues). 
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